INFORMATION TECHNOLOGIES, INTERNET, AND E-COMMERCE
MARKET OPPORTUNITIES
FOR U.S. SMALL- AND
MEDIUM-SIZED BUSINESSES

Exportl T Brazil:
An Update

U.S. DEPARTMENT OF COMMERCE

International Trade Administration
Trade Development
Information Technology Industries

Office of Information Technologies
1_,.&'_” o _ﬂ%

T By
|
-“r.*.'-. F

v _ra_-\|- =

5 -a’-‘i‘:"@

e,

“aryy o July 2002



Information Technology Industries, July 2002

TABLE OF CONTENTS

ACKNOWLEDGMENTS i
FOREWORD ii
TERMS & ABBREVIATIONS v
EXECUTIVE SUMMARY Vii
INFORMATION TECHNOLOGY 1
INTERNET 14
ELECTRONIC COMMERCE 25
ELECTRONIC COMMERCE ISSUES 30

MARKET OPPORTUNITIES 36




Information Technology Industries, July 2002

ACKNOWLEDGMENTS

This report was prepared by Tim Miles, Director, Information Systems, Office of Information
Technologies, Information Technology Industries, Trade Development, Internationd Trade
Adminigration, U.S. Department of Commerce, Washington, D.C.

Vauable comments and assistance were received from U.S. Department of Commerce colleaguesin
Washington, D.C., and Brazil.

Information on the Office of Information Technologies can be found at http://Exportl T.ita.doc.gov




Information Technology Industries, July 2002

FOREWORD

This report updates a previous study entitled “Exportl T Latin America: Highlighting Argentinaand
Brazil” which was published by the U.S. Department of Commerce's International Trade
Adminigtration in June 2000. Like its predecessor, it describes and analyses the trends, key issues, and
eventsin information technology (IT), the Internet, and e ectronic commerce (e-commerce) adoption
during 2001, highlighting Brazil. The report creates a framework from which U.S. smdl- and medium-
gzed enterprises (SMES) can make educated business decisions about entering this market. It analyzes
the most recent economic, culturd, and political factors influencing the adoption of information
technology, the Internet, and e-commerce. The report highlights information and market opportunities
relevant to U.S. SMEsinthe T indudtries. The origina study details suggested market entry strategies
for smdler firms, U.S. Department of Commerce and other resources to assst these firmsin their
market entry endeavors, and contacts in the United States and Latin America

The report is based on market research and andysis undertaken in Latin Americain September 2001
by Tim Miles, Director, the Information Systems Division, in the Office of Information Technologiesin
the U.S. Department of Commerce Internationd Trade Adminigtration’s Trade Development group.
He interviewed computer hardware, software, Internet, and telecommunications equipment and
services suppliers, trade associations, industry andydts, journdists, and government officidsin Rio de
Janeiro, Bradilia, and Seo Paulo. The work was actively supported by Genard Burity, Daniele
Andrews, Ebe Raso, and Lynn Wong, the Internationa Trade Adminigtration’s U.S. and Foreign
Commercid Service (US& FCS) market specidigtsin this country. Information gathered from on-gite
interviews is supplemented with data from market research firms, government agencies, the U.S. and
Foreign Commercid Service, and an extengve review of available literature on the Internet and in
business and trade journds.
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TERMS & ABBREVIATIONS

$ Unless otherwise noted, dollar figures cited in the report are U.S. dallars
2G second generation

3G third generation

ABES Brazilian Software Companies Association

ABPI Brazilian Association of Intellectud Property
ABRANET Brazilian Association of Internet Service Providers
ADSL asynchronous digital subscriber line

AMPS advanced mobile phone service

ANATEL Nationa Telecommunications Agency

ARPL average revenue per line

ARPS average revenue per subscriber

ARPU average revenue per unit

ASPs gpplication service providers

ASSESPRO Brazilian Association of Software and Computer Services Organizations
B2B business-to-business

B2C busi ness-to-consumer

BCG Boston Consulting Group

BNDES National Economic and Socia Development Bank
BSA Business Software Alliance

BTA Agreement on Basic Tdecommunications Services
C2C consumer-to-consumer

CAGR compound average growth rate

CAP competitive access providers

CDPD cdluler digital packet data

CDMA code divison multiple access

CLEC competitive loca exchange carrier

CM contract manufacturer

CNC Nationa Confederation of Commerce

CNPJ Brazilian Federal Taxpayers Regisiry

COD cash on delivery

CPP cdling party pays

CRITO Center for Research on Information Technology and Organizations
CRM customer relaionship management

iv
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DECT
DLD

digital enhanced cordless telecommunications

domestic long distance

TERMS & ABBREVIATIONS—continued

ECT
EDI
EDM
ERP

FAPESP
FCC
FDI
FIRJAN
FMC
FTAA
FGV
FUST
FWA

GATS
Ghz
GPRS
GPS
GSM
GSP

HDSL

ILD

ICT
ICMS
ICP-Brazil
IDC

IDC
IDEN
IFACs
IMF

Brazilian Pogt Office Agency
electronic data interchange
€lectronic document management
enterprise resource planning

Foundation for Research of the State of Sao Paulo
Federd Communications Commission

foreign direct invesment

Federation of Industries for the State of Rio de Janeiro
fixed/mohile convergence

Free Trade Agreement of the Americas

Fundacao Gertulio Vargas

Fund for the Utilization of Telecommunications Services
fixed wireless access

Generd Agreement on Tradein Services
billion cycles per second

generd packet radio service

globa pogtioning system

globd system for mohbile communications
Genera Schedule of Preference

high bit rate digital subscriber line

internationd long distance

information and communications technologies
Merchandise Circulation Tax

Brazilian Public Key Infragtructure

International Data Corporation

internet data center

Integrated Digital Enhanced Network

Industry Functiona Committees on Trade Policy Matters
International Monetary Fund
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INPI Brazilian Patent and Trademarks Agency

IPI Industrial Products Tax

IPA Intellectud Property Alliance

IPR intellectua property rights

TERMS & ABBREVIATIONS—continued

ISA indudtry sector andysis

ISDN integrated services, digital network

ISACs Industry Sector Advisory Committees

ISP Internet service providers

IT information technology

ITA Information Technology Agreement

ITA Internationa Trade Administration

ITU International Telecommunications Union

LMDS locd multipoint distribution system

MEP minimum estimated prices

MFN Most Favored Nation

MMDS multipoint multichannd didtribution systlem

MSO multi-service operator

MOU minutes of use

NTDB Nationd Trade Data Bank

OECD Organization for Economic Cooperation and Devel opment

OETCA Office of Export Trading Company Affars

PDA persond digitd assigtant

PPP public-private partnership

PC personal computer

RECOF Federd Revenue Secretariat’s Specid Industrial Warehouse Regime under
Computerized Control

SEBRAE Brazilian Smdl Business Agency

SCM supply chain management

SMR gpecid mohileradio
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SME smdl and medium-sized enterprise
SMS short message service

SOFTEX Brazilian Program for Software Export
SPB Brazilian System of Payments

TAP public access termina

TDMA time divison multiple access

TERMS & ABBREVIATIONS—continued

UMTS universa mobile teecommunications sysem
USEAC U.S. Export Assistance Centers
USTR Office of the U.S. Trade Representative
VAS value added services

VAT value-added tax

VOIP voice over Internet protocol

VSAT very smdl gperture termind

WAP wireless application protocol

WLL wirelessloca loop

WTO World Trade Organization

Y2K Y ear 2000

Vi
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EXECUTIVE SUMMARY

Brazil is the leading information technology (IT)
market in Latin America, accounting for one
out of every two dollars spent on IT products
and sarvicesin thisregion. After arather
disma 2001, Brazilian IT demand should
improve this year as Brazil’s gross domegtic
product is expected to return to amore vibrant
2to 2.5 percent growth rate. Much of this
optimism for the Brazilian economy has arisen
from this country’ s emergence from aten
month-long energy crisis and alowering of the
key interest rate in early 2002. International
Data Corporation (IDC), aU.S. market
research company, predictsthat IT spending
there should increase 3 percent to nearly $13
billion by the end of 2002. Computer
hardware demand should decline dightly while
networking equipment should recover. 1T
sarvicesis expected to have the most
pronounced turnaround of any 1T spending
category though. Packaged software
purchases should be even higher than they were
in 2001.

Brazil has long been the second largest market
in Latin Americaafter Mexico for U.S.
computer exporters. Benfitting from the

viii

Brazilian government’ s relaxation of its market
reserve policy, U.S. computer equipment
exports rose seadily for most of the past
decade. They have fluctuated in recent years
though due to the adverse effects of aregiona
recesson and devauations of the Brazilian redl
had on demand for U.S. computer hardware
there. These exports have aso been restrained
by other factors such as competition from
cheaper, illegaly imported PCs and the
Brazilian government’ s efforts to nurture its
domestic computer industry through fiscal
incentives, preferentia public sector
procurement, and extraordinarily high tariffs.
However, their growth will likely resumein the
near future as the Brazilian economy improves
and tariffsare lowered. The Brazilian
government may even diminate al duties on
imported computers if it eectsto join the Free
Trade Agreement of the Americas (FTAA) or
becomes a sgnatory to the Information
Technology Agreement (ITA).

U.S. firms have astrong presencein the
Brazilian software market through their local
operations and imports and have continued to
dominate nearly al Internet (e.g., browsers)
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and eectronic commerce-related software and
services, operating systems for both server and
PC platforms, data base management systems
software, and applications development toals.
However, they must contend with Brazil’ s high
rate of software piracy, the current uncertainty
over tariff treetment, and avariety of federd,
dtate, and loca taxes levied on their products
and services.

The long-term outlook for IT sdesin Brazl is
extremdy good since the Brazilian economy is
expected to have a growth spurt of more than
3.5 percent annualy over the next few years.
The only factors that might adversdly affect this
outlook would be another downturn in the
globa economy, areturn of the energy criss
that Brazil endured in 2001, and further
subgtantial devauation of thered. Brazil's
computer hardware market should be buoyed
up by the private sector’s ongoing
modernization of its operations and the Brazilian
government’s commitment to providing
Brazilians with dectronic government (e-
government) and expanding computer and
Internet use throughout this country. These
efforts should trandate into Sgnificant sales
opportunitiesfor U.S. suppliers of servers,
desktop and notebook PCs, handheld
computers, and even used PC systemsin the
future. Therigng tide of systlems purchases
should aso benefit U.S. periphera equipment
firms. Best progpectsinclude scanners,
printers, disk drives, and digita video disk
(DVD) players. Demand for high-end data
storage devices should be particularly strong as
well, given increased concern in Brazil about
data security and disaster recovery following
the September 11" terrorist attacks in the

United States.

The Brazilian packaged software market has
enormous potentia for U.S. companies aslong
as Brazil makes meaningful progressin
combating intellectud property rights violations.

Brazilian manufacturing and services
corporations have a sgnificant need for
software solutions that will help them to reduce
costs and increase profits through automation of
their industrid and commercid processes. The
software packages that will continue to bein
the highest demand among businessesin Brazil
are those for customer relationship management
(CRM), supply chain management (SCM),
networking and communications, database
management, eectronic document management
(EDM), and enterprise resources planning
(ERP). Corporate security concerns should
result in heavy spending on I T security solutions
such as encryption, anti-virus, and firewalls.
The end-user sectorsthat U.S. firms might
consder targeting firgt are financid services
indtitutions and retall operations since they face
the most immediate security threets. Brazilians
have a0 shown a keen interest in solutions
developed around the Linux operating system
and Java agpplications devel opment tools.

Desktop PC applications, such as word
processing, spreadsheet, and graphics are dso
good opportunities as the use of PCs grows
among smd| and medium-szed enterprises
(SMEs) and more affluent home users.
Educationd software packages will emerge as
another lucrdtive areain concert with the
Brazilian government’ s effort to provide PCsto
secondary schools and its focus on eectronic
learning.
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Brazil should be an excdllent market for
networking eguipment, benefitting from the
ongoing build-out of the tdecommunications
infrastructure and corporate interest in
establishing intranets and extranets. Grester
PC and Internet use in education and
hedlthcare should also lead to the spread of
networking on university campuses, in schools,
and among hospitds, clinics, and other medica
facilities. Cahners In-Stat Group, another U.S.
market research firm, believes that Brazil holds
immense promise for wirdess locd area
networks.

Spending on IT sarvicesin Brazil is projected
to overtake investment in computer equipment
by 2003 and increase very rapidly theregfter,
according to IDC. A growing number of cost-
conscious Brazilian businesses have been
outsourcing their systems and network
management and data processing activities to
IT services suppliers over the past severa
years and should continue to do so. Public
sector agencies and corporations engaged in a
large number of modernization programs have a
great need for IT consultants and systems
integrators to ingtdl, program, and connect
serversto legacy systems, to integrate front and
back offices, and to provide education and
training to dleviate Brazil’ s acute shortage of
qudified IT personnd. Findly, corporate
executives have aways consdered data
warehousing and IT security servicesan
important part of their IT budgets, but should
boogt these investments substantialy in the
wake of the September 11™ terrorist attacks on
the United States.

Brazil hasthe most PCsingdled and the largest

Internet population in Latin America

However, use of PCsand the internet is il
confined to the wedthy due to various
infrastructural and socioeconomic barriers.
These barriersinclude limited accessto
electricity and wired telecommunications, high
Internet access and use costs, low educational
atainment among the mgority of the Brazilian
population, and inequitable income distribution.
The Brazilian public and the private sectors
have launched efforts to ded with these
problems over the past few years. The
Brazilian government has projects underway to
provide schools and communities across Brazil
with PCs and Internet access, to modernize the
nationd hedthcare system and give dl
Brazilians medicd care service through the use
of IT, and to improve government services and
ensure that every citizen has access to them
through eectronic government. It hasadso
been working diligently to bring down the costs
of PC ownership and Internet access. State
governments and private sector entities have
smilar educationa and community Internet
initiatives. The Nationa Confederation of
Commerce (CNC) is optimigtic that the
prospects for wider PC and Internet use are
improving in Brazil. The Yankee Group, aU.S.
market research house, expects that the
number of Brazilian Internet userswill triple to
42 million by 2006.

Brazil experienced the same dotcom shakeout
that occurred in the United States and in many
other developed nations from late 2000
onwards. The number of 1SPswas cut in half
to lessthan 700 by mid-2001. Severd of the
businesses that provided free Internet access
closed their doors or were forced to diversify
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into more lucrative areas, such as content and
network services, when revenues from
advertisng were inaufficient to sustain
operations and venture capital dried up. The
ISP market is now controlled by a handful of
players, and further consolidation of Brazil’s
ISPsis expected in 2002.

Improvement in the fortunes of 1SPsislikey in
the near future though as Brazil’ s economy
picks up and Internet use spreads among the
middle class, smdl businesses, and schools. As
aresult, there are numerous potentia
opportunitiesfor U.S. suppliersin Brazilian
Internet services. The expanson of dectronic
commerce (e-commerce) and e-government
will undoubtedly create sgnificant demand for
the services of companies that can design and
develop web sites, provide content for them,
and hogt them. Involvement in e-commerce
may aso simulate many firms to outsource all
of their web Ste and interconnection needs
rather than taking on the burden of costly
investments in telecommunications, network,
and computing infrastructures aswell asthe in-
house personnel required to run these
operations.

Although broadband is il initsinfancy in
Brazil, Brazilian users, epecidly SMEs and
high income resdentia customers, will
increasingly demand Internet connection
through this high peed service. Businessesin
remote areas where wired telecommunications
are not yet available may opt for satdlite
service. Wirdess Internet access for home and
bus ness through wireless gpplications protocol
(WAP) and other kinds of services should
grow subgtantidly. 1ts use by companies will

X

increase with the spread of mobile commercein
Brazil. Wirdess may aso be much moreviable
than wired access for home users, considering
the low PC penetration and the popularity of
cdlular telephony there.

Brazil has the most networked economy in the
region, according to ajoint Harvard University
Center for Internationd Development and
World Economic Forum study published in
March 2002. Recent estimates of the size of
the Brazilian e-commerce market in 2001 range
widdy from $2.1 hillion (Fundacao Gertulio
Vargas, amgor Brazilian economic and
business research indtitute) to $5.3 hillion
(IDC). Oneof thefactorsdriving its growth in
this country is strong government support for
greater use of IT and the Internet to bridge the
Digital Divide and to boost Brazil’ s economy.
Anacther isamounting interest within Brazilian
industry in using eectronic business to reduce
costs and increase operationd efficiency and,
thus, competitiveness. IDC expects that e-
commerce in Brazil may quadruple to over $20
billion by 2004, with busness-to-business
(B2B) il accounting for most of this activity.

B2B drives e.commercein Brazil. Brazilian
businessesinvolved in it had greet expectations
in 2001 and set agod to more than double
their Internet-related revenues and investments
from 2.4 percent of salesin 2000 to 5.6
percent by the end of 2001. Various e-
commerce initiatives have emerged there over
the past two years focused on: eectronic
procurement of basic supplies (eg.,
telecommunications and petrochemicas);
electronic marketplaces operated by
automotive, chemicd, agriculturd, and
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construction companies to trade goods and
services within their respective industries; and
vertical portals for transactions among
indudtries participating in one supply chain, such
as Transora, amultinationa consumer goods
consortium.  However, finance and retailing
continue to lead B2B e-commerce. Most
companies are at an early stage of e-commerce
development since more than hdf usethe
Internet only for email and information gethering
purposes. By contradt, large and very large
Brazilian corporations (more than 500
employees) are very advanced e-commerce
users a the transactiona stage of development.
They use the Internet to increase their
productivity, develop new marketing channels,
and induce their business partnersto adopt their
standards and operationa practices.

Despite the growing awareness of the
advantages of B2B e-commerce, many
Brazilian firms must overcome a number of
difficulties before they can move beyond
rudimentary uses of the Internet. The issues that
they are most concerned about are privacy and
the security of online transmissions of
confidentid information. They dso have agreat
need for quaified people to implement and
operate the I T infrastructure that supports e-
business. And, findly, some Brazilian and
forelgn companies complain aout the
inadequacies of the telecommunications
infragtructure in Brazil, especidly the limited
access to high speed digitd lines and the low
qudity of tranamisson. Both the Brazilian
private and public sectors understand that they
must continue to work together to address
these concerns through the devel opment of
appropriate e-commerce policies, the

Xii

expandon of IT traning, and
telecommunications deregulation and
investment.

Brazil leads Latin Americain online retailing,
accounting for more than haf of Internet sdes
inthisregion. It benefits from the most
advanced e-commerce industries and the
largest Internet population in the region, awide
range of Portuguese-language content
providers, and a sophisticated home banking
system with state-of-the art equipment. More
than 3 million Brazlians purchased onlinein
2001, but the number of active buyers
represented |ess than 20 percent of all Internet
usersin Brazil. More widespread use of B2C
islimited by socioeconomic, culturd, and infra
dructurd barriers. Theseinclude alack of
disposable income among the mgority of
Brazilians, consumer concern about online
security, a preference for shopping at loca
stores and malls, and an inadequate
trangportation infrastructure that restricts
delivery of products bought over the Internet.

The mgority of Brazilian firms need to move
beyond their limited use of the Internet for emall
and information gethering to building web Stes
to present their products and services and to
undertake transactions online. The more
profitable of them are likdly to establish
intranets and extranets, to engage in eectronic
procurement, and to integrate their logistics
with suppliers as their businesses grow. Their
involvement in these activities should
sgnificantly boost demand for web design,
development, and hosting services, ERP, and
SCM. When B2C findly takes off in other
sectors outside of retail and automotive,
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Brazilian busnesses will invest more heavily in
CRM applications such as online order
management, sdes and marketing, and
customer service and support. U.S. vendors
should do wdll in the Brazilian market for e-
commerce gpplications, given their strength in
these aress.

Brazil does not currently have any specific
legidation that regulates e-commerce.
However, the Brazilian Civil Code and other
generd legidation is gpplicable to transactions
that take place on the Internet. In some e-
commerce transactions where disputes have
arisen, the resulting court cases have exposed
some shortcomings in Brazil’ s existing legd
regime with regard to these transactions. Bills
which address the particular legdl issues raised
by e-commerce and tipulate regulations
supporting its development in this country have
been under consderation in the Brazilian
Congress for sometime. Mogt of the legidative

action has been directed toward digital security.

Xiii
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INFORMATION TECHNOLOGY

The Brazilian economy and IT spending
take a hitin 2001

Brazil is the leading information technology(I T)
market in Latin America, accounting for one of
every two dollars spent on IT products and
sarvicesinthisregion. Brazlian IT spending
underwent explosive growth for much of the
1990s, as Brazil liberdized trade, privatized
telecommunications, and moved to control
inflation and stabilize its economy. Although
this growth was interrupted in 1999 by a
regional recession, the IT market recovered
grongly in the following year and appeared to
be on track for another banner year in 2001.
Unfortunately, according to the latest
International Data Corporation (IDC) estimate,
IT demand fell 10 percent to $12.6 billion last
year when the direction of Brazil’s economy
changed abruptly once again. The economic
dowdown which adversdy affected IT
gpending was due to a number of factors.
Brazil was battered externdly in 2001 by the
dampening effect of Argentina’s debt crisson
investment. The Brazilian government’s actions
to keep its economy afloat played a significant
roleaswell. Its sharp devauation of the Redl
versusthe U.S. dollar during the year fueled
inflation and spurred the Central Bank to raise
its key interest rate to as high as 19 percent,
causing Brazilian consumersto gick mainly to
basi ¢ purchases and businesses to hold back on
gpending. Faced with an energy crisis, the
Brazilian government was also forced to
mandate rationing in June 2001. This
emergency led the private sector to cut back

production and to invest in energy-saving
equipment which |eft less money in budgets for
IT products and services. The only end-user
sectors that reportedly had some growth in IT
gpending last year were the government and the
energy, congtruction, trangportation (railroads),
and banking industries. Most companies were
very cautious and consarvative in making 1T
purchases.!

Prognosis better this year

Brazilian IT demand should improve thisyear,
given expectations that gross domestic product
(GDP) there will increase 2 to 2.5 percent
versusonly 1.5 percent in 2001. Much of this
optimism for the Brazilian economy has arisen
from the country’ s emergence from the ten
month-long energy crisis and alowering of the
key interest rate in February. However, some
observersfed that inflation could continue to
condran

L nterviews with Kleber Barroso, Sales Account
Manager for Telco Computer Systems, Sun
Microsystems, and Marcelo Amaral, IT Specialist,
Federation of Industries for the State of Rio de
Janeiro (FIRJAN), September 20, 2001; “Global IT
Economic Outlook, 4Q01", Kevin White et al .,
International Data Corporation, December 2001; and
“Brazil’s December Industrial Output Falls 6.1%",
Catia Cortes, Bloomberg L atin America,
Bloomberg.com, February 6, 2002.
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purchasing power.? 1DC has cut back a
forecast made in December 2001, but is till
predicting 3 percent growth in IT spending to
nearly $13 hillion by year-end.® (FIGURE 1)

Computer hardware demand off sharply
last year

Accounting for dmog hdf of Brazil'sIT

2 Capital Markets: Moody’s Changes Outlook on
Brazil”, Arkady Ostrovsky, Financial Times, February
28, 2002; “Editorial Comment: Brazilian Bulls”,
Financial Times, March 14, 2002; and “Brazil’s |lan
Goldfajn Comments on Economic Growth for 2002",
Romina Nicaretta, Bloomberg L atin America,
Bloomberg.com, March 27, 2002.

3Ibc polled 50 |eaders of large Brazilian
corporations across various economic sectors on
their IT spending plans for 2002. The survey found
that 38 percent intended to increase their IT budgets,
33 percent would keep them at the same level as 2001;
12 percent would reduce their investments, and 17
percent were undecided. Source: “IT Market”,
International Market Insight, U.S. Department of
Commerce, April 2, 2002.

gpending, computer hardware experienced the
sharpest drop in sdles of dl I'T segments during
2001. IDC edtimatesthat purchases were
down roughly 13 percent to $5.3 hillion. Sdes
of periphera equipment, such as disk and tape
storage devices and printers, were
exceptionaly weak when compared to those
for computer systems. Persona computers
(PCs), which represented three quarters of the
systems sold in Brazil last year, fared wdl in
unit growth. Both desktop and notebook unit
salesrose 11.6 percent and 18.5 percent,
respectively. However, the overdl PC market
fdl 5 percent in value due to the red
devauation and price competition anong
suppliers. This decline aso reflected some
dowing of new purchases and upgrades by the
private sector which reportedly held back its
migration to Windows 2000 to evauate the
new Windows X P operating system, according
to a Gartner Dataquest analysis. PC sdes
could have been alot worse had it not been for
alarge number of government tenders issued
for these systems during the third quarter. The
Brazilian server market segment was soft as
well because smdl and medium-sized
enterprises (SMEs), agrowing customer base
for these systems, were hurt the most of all
business users by the duggish economy and the
energy criss. However, sdesto larger
companies were higher, particularly to the
financid community which made massive buys
of these systems in preparation for the opening
of the dectronic clearance house by the Centra
Bank in April 20024

4 |nterview with Luiz Claudio de Pinho Almeida,
Economist, National Confederation of Commerce
(CNC), September 21, 2001; “Brazilian Hardware
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No hardware recovery expected in 2002

IDC expects that computer hardware demand
will decline 2 percent to $5.2 hillion this year.
Although purchases of servers and
workstations will continue to bein the
doldrums, Brazilian PC spending should
increase both in value and units based on
stronger anticipated growth in the Brazilian
economy and pent up demand for these
systems among businesses and more affluent
home users. Notebook unit shipments are
expected to increase 30 percent asther use
continues to spread more broadly from
executives of large corporations to dl types of
professonds, universty students, and sdes and
service personnd. Data storage device sdes
should aso grow, rising 11 percent to $477
million. Demand for these peripherds should
be driven by the large volumes of data that
have been generated by the growth in
electronic business (e-business) in this country
and heightened concern about data security and
disagter recovery following the September 11"
terrorist attacksin the United States®

U.S. computer suppliers serve Brazilian
market mainly through local production

U.S. computer suppliers currently have only a

Industry, 3Q01 (Executive Summary)”, Luis
Anavitarte et al., Gartner Dataquest, December 4,
2001; and “Brazil: Personal Computer Sales Grew 8.3
Percent in 2001", Sao Paulo Folha Online, February
22, 2002.

S«|T Market” and “Notebook Sal es”, International
Market Insight reports, U.S. Department of
Commerce, April 2, 2002.

17 percent share of the Brazilian market
through imports and have served their Brazilian
customers largdy from the plants located there.
IBM and Unisys had a manufacturing presence
in Brazil even during the period of Brazl’'s
market reserve policy and were followed by
Compaqg, Hewlett Packard, and Dell after
liberdization began in 1990. Solectron and
SCI have established contract production
operations there as well to service many foreign
and domestic clients. These companies have
concentrated on meeting domestic demand, but
aso play an important role in Brazilian
computer exports to other Mercosur countries
snce they can ship their products to Argentina,
Paraguay, and Uruguay duty free. Most of
their Brazilian-owned competitors over the past
decade went out of business, moved into other
areas such as I T services and digtribution, or
were acquired by foreign firms entering the
Brazilian market. The survivors were ether
the subsdiaries of larger indudtrid and financid
conglomerates or the more successful Brazilian
manufacturers who entered joint ventures with
foreign partnersto gain access to the latest
technologies. U.S. suppliers have strong
positions in servers and PCs (especidly
notebooks), but continue to be chalenged by
magor loca companies such as Itautec,
Microtec, UIS, and Tropcom. They aso have
had to contend with a subgtantid “grey”

market, conssting of illegaly imported products
and products assembled by small firms from
smuggled components.®

6«Brazil Meets the Global Challenge: IT Policy ina
Post-Liberalization Environment”, Paulo Bastos Tigre
and Antonio Jose Junqueira Botelho, Center for
Research on Information Technology and
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1llegal imports problematic for legitimate
computer producers

The presence of illegdly imported sysemsin
Brazil haslong been amgor problem for
legitimate computer manufacturers, particularly
the leading U.S. suppliers, and has made
edimating the true Sze of the Brazilian
computer market adifficult task. Smuggled into
Brazil largdy from Paraguay, these systems
reportedly total $3 billion and may account for
as much as 70 percent of al the desktop PCs
sold in that country.

Illegaly imported computers have thrived in
Brazil because of the lack of effective and
efficient cusoms enforcement and the high
taxes traditiondly levied on hardware products
by state and federd governments. They have
had even a greater adverse effect competitively
on computer imports from the United States
that are subject to substantial duties and have
a0 been battered by the devaluation of the
red. However, some observersfed that illega
imports may play less of arolein the future
when cheaper domestically-produced systems
sold through low-cost distribution channels,
such as supermarkets, become more available
for lower-income families.” Recent information

Organizations (CRITO), University of California,
Irvine, November 1999; and “Leading Sectorsfor U.S.
Exports and Investments”, Country Commercial Guide
for Brazil in 2002, U.S. Department of Commerce.

7 Interview with Genard Burity, Commercial
Specialist, U.S. Commercial Service, Rio de Janeiro,
September 20, 2001; and “Brazil Meets the Global
Challenge: IT Policy in a Post-Liberalization
Environment”, Paulo Bastos Tigre and Antonio Jose
Junqueira Botelho, Center for Research on
Information Technology and Organizations (CRITO),

from IDC indicates that the share these systems
have of the Brazilian notebook PC market has
declined from 65 percent in 1994 to 48 percent
today.®

Computer equipment exports from the
United States decline once again in 2001

Brazil has long been the second largest market
in Latin America after Mexico for U.S.
computer exporters.  Benefitting from the
Brazilian government’ s relaxation of its market
reserve policy U.S. computer equipment
exports to this country rose steadily during most

U.S. Computer Exporte to Hrazil
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FIGURE 2. Source: U.S. Department of Commerce

of the past decade, but peaked in 1997 at
nearly $929 million. Theresfter, U.S.
shipments declined due to the adverse effects
that aregiond recession and a 40 percent

University of California, Irvine, November 1999.

84 Notebook Sales”, International Market Insight,
U.S. Department of Commerce, April 2, 2002.
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devauation of the Brazilian red had on demand
for U.S. computer hardware there. They
recovered strongly in 2000 though as Brazil
emerged from its recesson. U.S. computer
equipment exports then dipped once again last
year to only $644 million, hit by adowing
Brazilian economy and another currency
devauation which made U.S. computer
systems and peripherds even more expensve
than locally produced and illegaly imported
products. (FIGURE 2)

Brazilian government policies continue to
stand in the way of U.S. computer
exporters

Other factors have acted to restrain U.S.
computer equipment shipments to Brazil as
well. The Brazilian government ill nurturesthe
growth of its domestic computer production
base through fisca incentives, procurement,
and tariffs. Its“Basic Productive Process’
(PPB) program introduced in 1994 has
provided fiscd incentives that have adlowed
Brazilian computer firmsto produce their
computer equipment more competitively than
products sourced outside of Brazil aslong as
they invest 5 percent of their total revenuesin
research and development. Asaresult,
Brazilian PCs are sold at prices up to 35
percent less than legally imported systems®
Brazilian federd, state, and municipa
governments, as well asrelated agencies and
companies, o pursue a“buy nationd” policy
which gives preferentid treatment in

9« Leading Sectors for U.S. Exports and
Investments”, Country Commercial Guide for Brazil in
2002, U.S. Department of Commerce.

government procurement of computer
equipment to both Brazilian-owned
manufacturers and foreign companies with local
production facilities!©

Extremdy high Brazilian computer tariffs have
protected locad industry and required mgor
U.S. computer hardware suppliers to establish
plantsin Brazil to serve this market rather than
through imports from the United States. Duties
on PCs, monitors, and printers are currently 30
percent of tota import vaue while other
hardware and periphera imports are subject to
an average tariff of 18 percent.’! However, in
an effort to spur 1T exports, the Brazilian
government does alow the computer and
telecommunications sectors to import duty-free
those inputs and components used to make
products which will be eventually be exported
under the Federd Revenue Secretariat’s
Specid Indugtrid Warehouse Regime under
Computerized Control (RECOF). Companies
operating under this regime agree to export at
leest $8 million worth of goods out of Brazil in
the first year and $16 million in the second.*?

Taxes burden computer suppliers and keep
prices high, restraining small business and
home computer market growth

10 2002 Special 301 Submission: Brazil, Intellectual
Property Alliance, February 2002.

. Leading Sectors for U.S. Exports and
Investments”, Country Commercial Guide for Brazil in
2002, U.S. Department of Commerce.

12 Virtual Imports on the Rise”, International Market
Insight, U.S. Department of Commerce, May 30, 2001.
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State and federa taxes on computer equipment
in Brazil have been a burden on both U.S.
exporters and local hardware suppliers and
have kept systems pricesfairly high, retarding
the growth of the smadl busness and home
markets in the process. Stateslevy the
Merchandise Circulation Tax (ICMS) which is
a value-added tax on imports and domestic
products that varies by jurisdiction, but which
can be ashigh as 18 percent. The Brazilian
government then places an additiona 15
percent Industrial Products Tax (IP1) at the
point of sale by the manufacturer in the case of
domesticaly-produced goods, or at the point of
customs clearance in the case of imports.
However, it hastraditionally provided a 100
percent rebate on the I Pl to Brazilian computer
firms as an incentive to encourage locdl
manufacture. In January 2001, Brazilian
President Cardoso extended this benefit
beyond its scheduled expiration, but ordered
that it be progressively reduced until 2009
when it will befinaly abolished.®

U.S. computer export growth is likely to
resume in the near future

Growth in U.S. computer exports to Brazil will
likely resume in the near future as the Brazilian
economy improves and tariffs are lowered.
The President of the Brazilian Chamber of
Foreign Commerce issued Resolution Number
7 recently which dropped the duty rate on

13« Americas: Tariffs and Other Taxes on Computer
Hardware and Software”, exportl T.ita.doc.gov, Office
of Information Technologies, U.S. Department of
Commerce, February 2001 and “ Software Market”,
Industry Sector Analysis, U.S. Department of
Commerce, May 29, 2001.

information technology and telecommunications
products to 4 percent for atwo year period.
The Brazilian government may even remove
them atogether if it eectsto participate in the
Free Trade Agreement of the Americas
(FTAA), which is scheduled to conclude in
2005, or becomes asignatory to the
Information Technology Agreement (ITA).*4
The ITA isaplurilaterd trade agreement that
requires sgnatory nationsto diminate their
tariffs on specific IT products, such as
computer hardware, packaged software, and
telecommunications equipmen.

Networking equipment spending down last
year; expected to recover in 2002

Networking equipment was another of the
week spotsin IT spending last year, according
to IDC. Purchases were off 1 percent to $1
billion Demand growth in thisIT market
segment this year should recover, risng 4
percent to $1.1 billion, as companies and public
sector agencies continued to see the

advantages of networking in carrying out their
cogt-cutting efforts and boosting their
operationd efficiency..

IT services down in 2001, but will recover
strongly this year

Spending on IT servicesfell about as steeply as
computer hardwarein 2001. IDC estimates
show that purchases were off 12 percent to
$4.5 hillion due to sharp declines in demand for

14 «Modification of Import Tax Rate on IT and
Telecom Products”, JulianaViegas et al., Baker &
McKenzie E-Law Alert, May 6, 2002.
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IT training and education and support services.
This segment is expected to have the most
pronounced turnaround of any I T spending
category in 2002, with revenues up 7 percent
to $4.8 hillion. Significant growth should occur
in private sector spending on I'T consulting and
implementation services, such as sysems
integration, as large companies resurrect mgjor
projects placed on hold last year. Suppliers
engaged in providing operations management
should find demand for their services greater as
wdll.

Packaged software continues to thrive

Spending on packaged software remained
relativey immune to Brazl’ s duggish economy,
risng 2 percent to $1.8 billion in 2001,
according to IDC. A survey conducted by
Gazeta Mercantil and reported in its March
22nd issue last year indicated that 147 Brazilian
corporations (more than 500 employees), solit
amog equaly between the manufacturing and
service sectors, were looking for software
solutions that would help them to decrease
costs and increase profits through automation of
their industrid and commercia processes. At
the top of their ligts of planned investments
were software packages for customer

rel ationship management (CRM), supply chain
management (SCM), networking, security, and
enterprise resource planning (ERP). Packaged
software sales are expected to be even higher
in 2002 than they were last year, given this
robust private sector demand. IDC expects
that Brazilian companies will soend heavily on
I'T security solutions, such as encryption, anti-
virus, and fire walls, due to the shock they
received from the September 11" terrorist

attacksin the United States.'®

Softex targets establishment of strong
domestic industry

The Brazilian Program for Software Export
(Softex) was introduced by the Brazilian
government in 1993 to stimulate the
development of a domestic software industry
and software exports through the formation of
technology centersin each state. Its pecific
goals were to have loca suppliers control half
of Brazilian software demand, capture 1
percent of the world software market
(equivaent to $2 billion in exports), and to
create 50,000 new skilled jobs through the year
2000. The Brazilian government invested
close to $100 million from 1993 to 1996 in the
program. From 1997 onwards, a non-profit
organization, the Brazilian Society for
Promoting Software Export was given the
respongbility for managing it. Government
funding was to cease in 200116

B «software Market”, Industry Sector Analysis,
U.S. Department of Commerce, May 29, 2001 and “IT
Market”, International Market Insight, U.S.
Department of Commerce, April 2, 2002.

16 «Brazil Meets the Global Challenge: IT Policy ina
Post-Liberalization Environment”, Paulo Bastos Tigre
and Antonio Jose Junqueira Botelho, Center for
Research on Information Technology and
Organizations (CRITO), University of California,
Irvine, November 1999 and “Innovative Program to
Develop and Export Brazil’ s Software”, Waldir
Arevolo de Azevedo Filho, Gartner Research Note,
March 15, 2002.
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Many of the goals have been achieved, but
Brazil not a major global software player
yet

The Brazilian software industry has met many
of the objectives of Softex. It hasroughly
4,000 firms with 116,800 employees engaged
in software development and had about $3
billion in revenuesin 2000, according to
datigtics from the Software Economic Studies
Indtitute and the Brazilian Software Companies
Asociation (ABES). In terms of market
presence, loca production supplied 50 percent
of Brazilian software demand. Small firms have
dominated the industry, but have generaly
targeted niche markets, distributed foreign
software programs, or developed custom
gpplications for popular foreign programs to
compete successtully in ahighly fragmented
market. Brazilian software suppliers have
concentrated on developing custom software
rather than packages and have done well in
providing solutions for banking automeation and
security. They have dso become more
competitive with their U.S. counterpartsin
ERP, in which they now have a 25 percent
market share, and CRM software. Brazilian
firms benefit from the fact that the cost of
software devel opment is reportedly 50 percent
lessin Brazl thanin

the United States.*’

17« software Market”, Industry Sector Analysis,
U.S. Department of Commerce, May 29, 2001; “IT
Market”, International Market Insight, U.S.
Department of Commerce, April 2, 2002; and interview
with Wanda Scartezini, National Secretary, Secretary
of Information Policy, Ministry of Science and
Technology, September 24, 2001.

Softex has likewise succeeded in encouraging
cooperative partnerships between Brazilian
software and service companies and their
foreign counterpartsin research and
development, marketing, and sdes. Brazil now
has 21 groups of incubators involving academia
and the private sector, including IBM and
Microsoft. What Softex has not accomplished
yet isto make the Brazilian industry amgor
player in the globd market. Brazilian software
exports have risen from $27 million in 1997,
but were il only $200 million in 2001.

Softex’ sgod isto export more than twice that
vauethisyear.'8

U.S. presence in the Brazilian software
market still strong

Despite the progress achieved by the domestic
indugtry, foreign suppliers fill have a srong
presence in the $4 billion Brazilian software
market (including customization and
outsourcing).'® Through their local operations
and imports, U.S. firms have an estimated 55
percent share of domestic demand and

18 | nterview with Wanda Scartezi ni, National
Secretary, Secretary of Information Policy, Ministry
of Science and Technology, September 24, 2001 and
“Innovative Program to Develop and Export Brazil’s
Software”, Waldir Arevolo de Azevedo Filho, Gartner
Research Note, March 15, 2002.

19 The Brazilian Software Companies Association
(ABES) includes estimates of both legal and illegal
software imports along with local productionin
determining the size of the Brazilian software market.
The exchange rate used was 2.20 reals per U.S. $1
(May 2000) which inflates these values, given the
significant currency devaluation that has occurred in
2001.
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compete againgt other foreign software
developers from Israel, Germany, and France
for sdles® They have continued to dominate
nearly al Internet (e.g., browsers) and
electronic commerce-related software and
services. These companies have also been
successful in marketing awide range of
gpplications packages and gpplications
development (AD) tools.  Sybase, Oracle,
Microsoft, and IBM have captured much of the
database management systems software market
inBrazil. Visud Basic, Cobol, and C++ have
been the popular U.S. AD languages, while
Sun Microsystems' Javatools have been
recently adopted by many Brazilian busnesses
for their applications development efforts. As
would be expected, U.S. suppliers have
controlled the operating systems markets for
both server and PC platforms as well.
Microsoft

Windows' position in low-end servers has been
chdlenged by Novell and various Unix

offerings, especidly Linux.?

Microsoft increases involvement in Brazil,
acknowledging market’s strategic
importance

2« software Market”, Industry Sector Analysis,
U.S. Department of Commerce, May 29, 2001 and
estimates of the Brazilian Software Companies
Association (ABES) received from U.S. Commercial
Service, Rio de Janeiro on April 1, 2002.

2L« The Gartner Survey on Java Usage in Brazil”,
Gartner Research Note, August 31, 2001; “O Que
Voce Achado Linux”, Info, September 2001; and
“Linux Eleva Participao em 5% Nas Companhias
Brasileiras’, Computerworld do Brasil, March 23,
2002.

In an acknowledgment of the importance of the
Brazilian market to its business srategy,
Microsoft's Chief Executive Officer Steve
Bdlmer announced in August 2001 that the
company will dlow eight Brazilian universties
to become the first academic inditutionsin
Latin America to access the source code of its
Windows operating system so that they can
develop new applications programs. The firm
aso reached an agreement with the Brazilian
government to set up Six software development
centers over the next two years in technology
research clusters throughout this country.
Microsoft’ sfirg two centers will be located in
Petropolis and Curitiba.??

Piracy in Brazil continues to plague
software suppliers

According to the Internationa Intellectua
Property Alliance (11PA), Brazil is till ranked
number two after Chinaiin lossesto industry
among the world's mgor software copyright
offenders even though the Brazilian government
enacted alaw in February 1998 to strengthen
intellectual property rights (IPR) protection by
impoging on infringersjail terms of up to four
years and afine of 3,000 times the vaue of the
copied software. The [1PA and Office of the
U.S. Trade Representative (USTR) both note
in recent reports that piracy continuesto exist in
itstraditiondl formsin Brazil, but thet the
Internet is aso being increasingly used as away
to advertize and digribute illega software

22 «Microsoft to License Windows' Source Code to
Brazil”, CNet Investor, August 20, 2001 and
“Microsoft to Open Research Centersin Brazil”, Brazil
News, August 27, 2001.
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eectronicaly. USTR, in particular, has found
that enforcement is uneven there since the
Brazilian government has not given police
adequate resources or training to deal with
software piracy, the fines provided for in the
pend code are too inggnificant to act asa
deterrent, and the judicia processis often
unresponsive and dow. While the software
piracy ratein Brazil has dropped from 90
percent in the early 1990s to 58 percent
currently, estimated trade losses from business
software copyright infringement there done
rose sgnificantly over the previous year to
$303.1 million in 2001. As aresult of its
concern about the magnitude of this problem,
USTR accepted the I11PA’ s petition in January
2001 to review the Genera Schedule of
Preference (GSP) status of Brazil and has
elevated Brazil to its 301 Priority Watch List.?

Jury still out on Brazilian government and
industry anti-piracy efforts

In response to USTR's GSP review, the
Brazilian government formed the Inter-
Minigerid Committee to Fight Piracy in mid-
2001 and vowed that it would launch an dl-out
war againg software piracy snce it reportedly
costs the Brazilian economy as much as $400
million in lost taxes and 40,000 potentid jobs.
The committee announced that it would act first
to cut down on the pre-ingdlation of illega

23 2002 Special 301 Submission: Brazil, the
International Intellectual Property Alliance, February
2002; National Trade Estimate Report for 2002: Brazil,
Office of the U.S. Trade Representative, March 2002;
and “Special 301" Report on Global Intellectual
Property Protection for 2002, Office of the U.S. Trade
Representative. April 2002.

10

software in new systems by infringing computer
manufacturers and retailers. 1t would then
target software copyright violations by usersin
certain key sectors such as the automotive,
chemical, and trangportation industries.
Software industry groups endeavored to attack
this problem as well.

Through the first quarter of last year, the
Brazilian Software Companies Association
(ABES) saized more than 47,000 illegd
compact disks (CDs) sold in the streets and
downtown open markets of Brazil’s largest
cities. The Busness Software Alliance (BSA)
conducted its own campaign, concentrating
most of its efforts on bringing legd action
againg large and medium-sized companies.
Large U.S. and Brazilian computer companies,
such as Dell, Compaqg, and Itautec have dso
placed pressure on the consumer market to buy
legd software. However, both the [1PA and
USTR have concluded that there has been no
materid progressin improving Brazl’s anti-
piracy

enforcement thus far.*

Brazil a leader in the Open Source
Software (“software libre”) movement

Brazilian federd, sate, and locd governments

24« Brazil declares war on Pirates’, Paulo Rebelo,
Wired, May 11, 2001; “Brazilian Government Pledges
Zero Tolerance for Pirates”,
www.ebusinessforum.com, May 12, 2001; interview
with Newton Palhano, Executive Director, Brazilian
Association of Software and Computer Service
Organizations (ASSESPRO), September 20, 2001; 2002
Special 301 Report: Brazil, Intellectual Property
Alliance, February 2002; and National Trade Estimate
Report for 2002: Brazil, Office of the U.S. Trade
Representative, March 2002.
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spent only $200 million on software in 2000.
The country has been in the forefront of the
internationa debate over whether government
agencies should

continue to pay thousands of dollars amonth
to license proprietary software packages or
move to open source (free) software. Asin
Argentina, this movement has gained some
atention due to the high rate of piracy inthe
public sector and government efforts to reduce
costs and baance public spending. Four
cities—Amparo, Solonopole, Ribeiro Pires,
and Recife—have aready passed laws giving
preference to or requiring the use of open
source software. Other municipalities, Sates,
and the nationa government have reportedly
been considering Smilar legidation. A Free
Software Foundation, established to lead the
effort in Brazil, has been lobbying the Brazilian
Congress to promote the use of “software
libre” while Microsoft has campaigned actively
agang it.?® The nationd government positionin
late 2001 was that it would not require open
source software and sill favored competition in
the public sector software market. However,
the Brazilian Congressiis currently congdering a
bill that would mandate itsuse. Many small
Brazilian software firms have been “hedging
their bets’ by developing gpplications solutions
in Windows, Linux, and other types of Unix so
that they can move quickly to open source.
IBM has aso been aggressively pushing Linux
to its Brazilian server customersin business and

25« Governments Push Open-Source Software”, Paul
Festa, www.CNetNews.com, August 29, 2001.
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government.”

Brazilian software tariff issue fraught with
uncertainty

Brazil currently has a high import duty for
software. Theoreticaly, a 19 percent tariff
should be levied only on the vaue of the medium
(i.e., magnetic disk), not on the intellectud
property vaue of software. However, there
have been discrepancies between the
undergtanding of Brazilian Cusoms agentsin
certain ports of entry and the software industry
on what are the correct tariff classfications and
cusoms vauation rules. Some Brazilian
Customs authorities consder CD-ROMS
containing games and educationd software as
audiovisud works (Mercosur Tariff Schedule
8524.39.00) instead of as“discsfor laser
reading systems’ (Mercosur Tariff Schedule
8524.31.00) and have levied a17.5 percent
duty on both the full value of the import (physca
media and computer program). They dso
require the supplier of these kinds of software to
obtain animport license. Microsoft asked
Brazilian Cugtoms for an opinion on thisissue
and has received a response supporting the
ruling that such products are indeed audiovisud

% Interviews with Newton Palhano, Executive
Director, Brazilian Association of Software and
Computer Service Organizations (ASSESPRO),
September 20, 2001and Wanda Scartezini, National
Secretary, Secretary of Information Policy, Ministry of
Science and Technology, September 24, 2001.
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works, but no clarification on the appropriate
tariff treetment thusfar. The overal issue of
software duties could be resolved by dropping
the tariff to zero if Brazil joins either the Free
Trade Agreement of the Americas (FTAA)
beforeit is concluded in 2005 or the
Information Technology

Agreement (ITA) in the future?’
Taxes remain a problem too

Asfar astaxes are concerned, local and state
governments aso view software as a sgnificant
revenue source. Cities have placed a
Municipa Tax on Services (ISS) on the sale of
software in the past. However, Brazil’s
Superior Court of Justice excluded packaged
software when it upheld alower court ruling in
May 2001 that thistax is only due on custom
software (i.e., developed specificdly for a
particular user). State governments il levy a
value-added tax, the Merchandise Circulation
Tax (ICMS), gpplicable to the totd vaue of the
software, including the intellectua property
content, on both software imports and domestic
products. Since these taxes vary from state to
date, they handle interstate movements by

27« Americas: Tariffs and Other Taxes on Computer
Hardware and Software”, exportit.ita.doc.gov, Office
of Information Technologies, U.S. Department of
Commerce, February 2001; “ Software Market”,
Industry Sector Analysis, U.S. Department of
Commerce, May 29, 2001; and Baker & McKenzie E-
Law Alert, February 11, 2002.
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assessing the tax rate in the state of detination.?
The State of Rio de Janeiro granted software
suppliers sgnificant relief from the ICMS when
its governor signed an executive decreein
October 20, 2000 to reduce the tax to zero on
software imports and to one percent on
products developed in that Sate, including those
sold directly to users through download from the
Internet or intranets.® The 15 percent federal
Industrid Products Tax (IPI) has remained in
effect. It isassessed only on the vaue of the
medium at the point of sale by the manufacturer
in the case of domestically-produced software,
or a the point of customs clearance in the case
of imports. However, the IPI rebate extenson
granted in early 2001 was gpplied to Brazilian
software developers as well as hardware
manufacturers.®

Long-term outlook for IT sales extremely
good

The long-term outlook for IT sdesin Brazl is

extremdy good since the Brazilian economy is
expected to have a growth spurt of more than
3.5 percent annually over the next few years®

28« Software Market”, Industry Sector Analysis, U.S.
Department of Commerce, May 29, 2001 and Baker &
McKenzie E-Law Alert, February 11, 2002.

2. State Reduces Merchandise Tax on Software
Imports”, International Market Insight, U.S.
Department of Commerce, October 31, 2000.

30« software Market” , Industry Sector Analysis, U.S.
Department of Commerce, May 29, 2001.

3lu Economic Outlook, 4Q01: Soldiering On”, George
Shiffer, Gartner Dataquest Perspective, December 11,
2001.
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Barring areturn to the energy criss Brazil
endured lagt year and any further devauation of
the red which would adversdy affect busness

Brazilian IT Spending
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confidence, the private sector should have
larger budgets for IT products and services asit
continues to modernize operations. The
Brazilian government will dso provide a srong
gimulus to the market through its eectronic
government effort and programs to expand
computer and Internet use throughout the
country, especidly in education and among the
poor. IDC bdievesthat the Brazilian IT
demand will expand &t a 6.6 percent average
annua rate to $17.3 billion in 2006. (FIGURE
3)

Brazil hasthe most PCsingdled in South
America, but lags behind Uruguay, Chile, and
Mexico in PC penetration with 6.2 percent of
the population using them in 2001, according to
International Telecommunications Union
edimates. Thislow level of usage hasbeen a
great concern of the Brazilian government. Its

13

efforts dong with those of Brazilian states and
private sector groups to address the digital
divide issue are expected to lead to a substantial
increase in PC salesto schools and communities
in the near future (see section on the Internet).
Growing interest in the Internet and eectronic
commerce should also act to boost purchases of
these systems by businesses, especidly SMEs.
However, home use has been and should
continue to be confined to affluent households
gnce the cost of PCsis gill beyond the income
of the poorest segments of the Brazilian
population. The overdl upsurgein PC demand
should benefit periphera salesto some extent.
Asin Argenting, the ongoing build-out of

Brazil’ s tdlecommunications infrastructure should
push spending on networking equipment. Best
prospects for U.S. computer suppliersinclude
desktop and laptop PCs, handheld computers,
scanners, printers, storage devices, digita video
disk (DVD) players, and networking equipment.
Used PCs will dso be in demand as low-cost
sysemsfor use in Brazilian government projects
that target more widespread use of these
computersin this country. 32

Brazil should remain the largest packaged
software market in Latin Americaand an
excellent source of opportunities for U.S.
companiesif Brazlian government and private
sector efforts are more successful in controlling
piracy in the future. Asin the other more
advanced IT nationsin the region, demand

82 Interview with Wanda Scartezini, National
Secretary, Secretary of Information Policy, Ministry of
Science and Technology, September 24, 2001 and
“Leading Sectors for U.S. Exports and I nvestments”,
Country Commercial Guide for Brazil in 2002, U.S.
Department of Commerce.
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should be sparked by greater use of PCsin
business, education, and the home and the
growing involvement of the private and public
sectors in eectronic commerce and e-
government, respectively. Key areasthat U.S.
suppliers should target include software for
ERP, networking and communications,
database management, desktop PC
goplications, Electronic Document
Management (EDM), security, development
tools and languages, and industrial and
commercid automation.  Agribusiness,
education and training, financid sarvices, hedth
care, retail businesses, tedlecommunications, and
transportation are reportedly the most
important verticd markets in Brazil. >

IT services should grow the fagtest of Al IT
gpending segments in Brazil, nearly doubling in
vaue through 2006, according to IDC.
Investment in data warehousing and security
services by corporate executives had been an
important eement of their IT budgets over the
past few years, but should become even more
critica to them following the terrorigt atacks on
the United States. Outsourcing of systems and
network management and data processing
activities has a'so emerged as amgor trend
among bus nesses who are looking to reduce
cods. Findly, IT consulting and systems
integration services should be in great demand,
given the large number of modernization
projects going on in both the Brazilian private

3B Software Market”, Industry Sector Analysis,
U.S. Department of Commerce, May 29, 2001 and
“Leading Sectors for U.S. Exports and I nvestments”,
Country Commercial Guide for Brazil in 2002, U.S.
Department of Commerce
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and public sectors, particularly in banking, headlth
care, rail trangportation, and retail industries.

THE INTERNET
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Brazil has largest Internet population in
Latin America, but use is still confined to
the wealthy

Brazil hasthe largest Internet user basein Latin
America. It had an active online population of
about 6 million at the end of 2001, an increase
of 23 percent over the previous year’ stotd,
despite the economic owdown.** (FIGURE 4)
Other estimates suggest that the country had a
broader universe of Internet users ranging from
9 million (ABRANET) to 23 million (Minidiry of
Tdecommunications). While growth in usage
was cartainly impressive last year, Internet
penetration (based on active users) was no more
than 3.5 percent. PC and Internet use in Brazil

34 “Internet Use Jumpsin Brazil in 2001",
International Market Insight, U.S. Department of
Commerce, February 2002.
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remains confined to the wedthy in urban areas
who are currently the only people that can
afford PCs and costly Internet access fees and
telephone charges. With regard to home PCs,
familiesin the upper 10 percent income group
own nearly two thirds of dl domestic PCsin
use. Internet useisaso exclusve with most
subscribers belonging to the A and B (upper)
socid/income classes. Research on adoption
patterns shows that Internet penetration among
these income classes reached 46 percent in
2001 whereas the rate for other classes of
Brazilians was only 4.8 percent. However, as
in the case of severd Latin American naions,
Internet use by businesses has increased rapidly
and more than athird of the current Internet
population in Brazil accessesit a work.®

Infrastructural and socioeconomic barriers
continue to limit PC and Internet use

As noted in the previous ExportI T Latin
Americareport, the barriers to greater PC and
Internet access in this country have been
infrastructura and socioeconomic as they have
been elsewhere in the region. Many aress of
Brazil ill have limited access to eectricity and
wired telecommunications, athough growing

35 «Brasil.com: A Importancia, Urgenciae
Viabilidade daDifusao de ITC”, Richard Herson and
Eliezer Batistada Silva, Federacao das | ndustrias do
Estado Rio de Janeiro (FIRJAN), April 2001; “ Access
in Brazil”, Jeremiah P.Spence and Laura A.Q. Barbosa,
Trendsin Latin American Networking, May 2001;
“Globalization and Electronic Commerce: Growth and
Impactsin Brazil”, Paulo Bastos Tigre, Center for
Research on Information Technology and
Organizations (CRITO), University of California,
Irvine, June 2001; and 10" Internet POP Study, |IBOPE
Midia.
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cdlular telegphone use is beginning to make
connection to the Internet through wireless Web
devices amuch more distinct possihility for
many Braziliansin the future. Educationd
atainment and inequitable income didtribution
are dso sgnificant problems. While most
Brazilian children go to primary schoal, just 66
percent of them enroll in high school, which
restricts the number of people who are literate
enough to use PCs and the Internet. A mgor
gap exists between socioeconomic classes since
the top 20 percent of the population controls
nearly two thirds of Brazil’s wedth and the
mgority of Brazilians are too poor to afford
computersin their homes and to take advantage
of the Internet to communicate with others,
acquire information, and shop for products and
sarvices. Onetdling Satidtic isthat Brazil lags
well behind the five wedthiest Latin American
nationsin per capita GDP.*

Brazilian government and private sector
committed to reducing these barriers

The Brazilian government and the private sector
have committed themsalves to reducing these
barriers. They understand they must work
together to raise the educationa and income
levels of the disadvantaged and bring down the
costs of PC ownership and Internet accessiif
Brazil isto paticipate more fully in the
Information Age and nurture the growth of

36 “Accessin Brazil”, Jeremiah P.Spence and Laura
A.Q. Barbosa, Trendsin Latin American Networking,
May 2001 and “ Globalization and Electronic
Commerce: Growth and Impactsin Brazil”, Paulo
Bastos Tigre, Center for Research on Information
Technology and Organizations (CRITO), University of
California, Irvine, June 2000.
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electronic commerce. The Nationa
Confederation of Commerce (CNC), in
particular, is optimistic that the prospects for
more widespread PC and Internet use in Brazil
areimproving sgnificantly. The Yankee
Group, aU.S. IT market research firm, agrees
with this assessment. It expects that the number
of Brazilian Internet userswill triple between
now and 2006 to 42.3 million. (FIGURE 5)
The market research house forecasts thet the
next wave of userswill include less affluent
households, smdl businesses going online for
the firgt time and large corporations using the
Internet more often, and public schools,
especidly those in urban aress. It notesthat this
outcome will depend on the success of public
and private sector efforts to develop chesper
PCs and increase Internet accessin schools
and communities™

37 «Brazil: A Second Wave of Internet Users to
Emerge”, www.ebusinessforum.com, July 12, 2001
and interview with Luiz Claudio de Pinho Almeida,
Economist, National Confederation of Commerce
(CNC), September 21, 2001.
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Brazil’s Information Society Program
launched to deal with the Digital Divide

The Brazilian government has been concerned
about the growing gap between the rich and
poor in the use of PCs and the Internet (the
Digitd Divide) for many years. Inits
Information Society Program(1SP), detailed in
the Green Book published in October 2000, it
has acknowledged the key role that new
information and communications technologies
can play in addressing economic and socid ills.
The ISP has focused principaly on the services
that people usudly demand the most in thelr
lives---education, hedth, and government. The
many projects that were initiated in 2001, and
are discussed below, are supported by the 2.8
billion reds ($1.2 billion) Fund for the
Universdization of Tdecommunications Services
(FUST) which isfinanced by a 1 percent charge
on the revenue of Brazilian telecommunication
services providers.® .

Public and private sector target education

The Brazilian government has a plan to use
FUST funds to buy 250,000 computers for
13,227 public secondary schools throughout the
country, giving some 7 million students access to
the Internet by the end of thisyear. It may
extend the project to primary schools later on.

38 «Will Brazil’s Online Government Foster
‘Telecommunities’?”, W. Arevolo de Azevedo Filho
and F. Caldwell, Gartner Research Note, Gartner Group,
July 9, 2001.

39 Interviews with Newton Palhano, Executive
Director, Brazilian Association of Software and
Computer Service Organizations (ASSESPRO),
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The private sector and universities have aso
embarked on their own education initiatives.
Through its * Education for the Future’
program, Intel has given $100 million to train
5,000 Brazilian teachers to use computers more
effectively for ingtruction. Microsoft hasjoined
Intel by donating $344 million worth of its
Encarta and Office 2000 software to schools.
A pilot project was scheduled to begin last
October in the cities of Osasco, Marilia,
Campinas, and Sao Paulo. Non-governmental
organizations such as the Brazilian Association
of Software and Computer Services
Organizations (ASSESPRO) have become
involved aswdl. ASSESPRO's VivaFavela
portal provides a broadband Internet
connection to the Internet for Rio de Janeiro’s
poor a stations located in Rocinha and offers
them computer classes and professiond
courses in addition to information services and
free emall accountsthere. Inthe areaof higher
education, the University of Paranalaunched a
work/study program in 2001 to help poor
sudentsto receive I T training through distance
learning.®

September 20, 2001and Wanda Scartezini, National
Secretary, Secretary of Information Policy, Ministry
of Science and Technology, September 24, 2001.

40«\vill Brazil’s Online Government Foster
‘Telecommunities' ?”, W. Arevolo de Azevedo Filho
and F. Caldwell, Gartner Research Note, Gartner
Group, July 9, 2001, “Casting a Wider Net in Brazil”,
Paulo Rebelo, Wired News, July 30, 2001; and
interviews with Newton Palhano, Executive Director,
Brazilian Association of Software and Computer
Service Organizations (ASSESPRO), September 20,
2001 and Wanda Scartezini, National Secretary,
Secretary of Information Policy, Ministry of Science
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IT and the Internet to modernize and
provide healthcare to all Brazilians

The Brazilian government has earmarked $200
million to modernize its hedthcare system
through the use of the IT and the Internet. The
National Hedlth Card program has been set up
to give Brazilian citizens dectronic “ smart cards’
as part of an effort to automate medicd care
service in public hospitals and to facilitate access
to treetment for patients. Another significant
initiative is the establishment of a high speed
access network to connect hedlth care
professionals and suppliers.  Spearheaded by
“Dr. Mundi” (acompany founded by a group of
Brazilian doctors) and supported by two
telecommunications firms, this network will link
150,000 points of presence in hospitas, clinics,
and medicd schools around Brazil by 2004 for a
monthly charge of $20. TransAccess, the U.S.
company providing access to the broadband
technology used in the network, hopes to attract
up to 6,500 subscribers from the states of Rio
de Janeiro and Sao Paulo done*

Brazil is the region’s leader in giving
citizens electronic access to public services

Brazil isthe leader in Latin Americaand is
ranked among the top 20 countries globdly in
the use of eectronic government to improve

and Technology, September 24, 2001.

L I nterview with Newton Pal hano, Executive
Director, Brazilian Association of Software and
Computer Service Organizations (ASSESPRO),
September 20, 2001and “ Parallel Internet in the Health
Area’, International Market Insight, U.S. Department
of Commerce, September 29, 2001.
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public services and to ensure that every citizen
has access to them, according to arecent joint
study on networked readiness conducted by
Harvard University’s Center for Internationa
Development and the World Economic Forum.
In October 2000, the Brazilian government
crested a committee composed of five inter-
minigterid groups responsble for implementing
its Br@sil.gov program, developing universa
Internet access in Brazil, and setting up the
rulesto ddiver services and drategic
information to dl Brazilians. The Brazilian
Minigter of Telecommunications recently noted
Brazil’s achievements thus far in eectronic
government: the use of dectronic filing by 92
percent of al citizensto pay income taxes, a
nationwide electronic voting sysem; and a
Web portal (www.redegoverno.gov.br) that
provides 72 percent of dl federd government
services on the Internet. The Minigtry of
Panning and Finance will aso begin
implementing an e-procurement system for dl
Brazilian government agencies this year that will
cost an estimated 27.5 miillion reds ($12
million) by thetime it is completed in 2006. It
launched an e-procurement homepage,
Comprasnet, in August 2001 that has been
credited with saving the Brazilian government
500 million reds ($217 million) dready, dueto
reduced adminigtrative costs and greater
competition among vendors. The dteis
managed by the Brazilian Smdl Busness
Agency (SEBRAE) and now has 661
companies using it to provide quotes on
government tenders. To facilitate SVIE access
to Comprasnet, the government of the State of
Bahia has begun ingdling free Internet access
terminas a severd agenciesin the city of
Salvador and has plans to establish access
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points in Feira de Santana and Itabuna.*?

Project Open Door and state initiatives may
help broaden Internet use too

The Brazilian Pogt Office Agency (ECT) hasan
initiative called Project Open Door (Projeto
Porta Abierta) to provide greater public use of
the Internet in over 5,500 Brazilian towns
through kiosks equipped with PCs at post
offices® The kiosk terminas will alow people
in each community free access for aten minute
period to the Internet for government services
and activities such as online shopping and email.
The ECT announced in December 2001 thet it
will gpoend 260 million reals ($113 million) to sat

42 «E_Gov Executive Committee”, International
Market Insight, U.S. Department of Commerce,
February 7, 2001; “Will Brazil’s Online Government
Foster ‘ Telecommunities'?”, W. Arevolo de Azevedo
Filho and F. Caldwell, Gartner Research Note, Gartner
Group, July 9, 2001; “E-Procurement”, | nternational
Market Insight, U.S. Department of Commerce,
December 28, 2001; The Global Information
Technology Report 2001-2002: Readiness for the
Networked World, Geoffrey Kirkman et al., Center for
International Development, Harvard University, and
the World Economic Forum, March 2002; and “Gov’t
Facilitates SME Access to Comprasnet”, Business
News Americas, May 6, 2002.

43 While it was still the Brazilian telecommunications
services monopoly, Telebras launched a
telecommunity center project in 1992 that had the goal
of establishing 13, 000 centers across Brazil by 2000.
The centers were to have been a combination of
Internet access point, small business services, and a
government services portal. The project was canceled
after Telebras was privatized. “Strategies for
Improving Accessto the Internet”, Jeremiah P.
Spence and LauraA. Q. Barbosa, Trendsin Latin
American Networking, May 2001.
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up these kiosks and will issue bid contracts to
develop and produce 5,690 web access
terminas for ingdlation across Brazil by 2003.
The first phase is scheduled to be completed in
June 2002. The program should benefit at least
1.2 million people during the first year of
operation and perhaps more than 4 million by
2004. The Brazilian government plansto launch
another project in 2002, cdled the Permanent
Electronic Address (PEA), to give every
Brazilian afree private email account to use at
these kiosks. #

This effort is being supplemented by the
Internet initiatives of state governments and the
Brazilian private sector. The State of Sao Paulo
launched its “People on the Internet” program
in December 2001 which will ingal 2,000
Public-Access Terminals (TAPS), modified
PCs, located in subway stations, low-income
housing projects, and government agencies
providing public services throughout that Sate
thisyear. The project has stimulated interest
among businesses, such asfast food chains,
retail shops, and bank branches, who want to
adopt TAPsto attract customers. For
example, NetCash-PopBanco (a private
enterprise), Caixa Economica Federd, Globo
Cabo (acable Internet provider), Telefonica
Empresas (the businesss divison of ateephone
company) have banded together with a bakery
industry union and a bread industry association

44 «Brazil: Internet Barriers to Fall”, Wired News,
November 7, 2001; “ E-Government Overview
Presented to European Union” and “ECT to
Implement Internet Kiosks and Virtual Shopping”,
International Market Insight reports, U.S. Department
of Commerce, December 28, 2001; and “Brazil: Let’'s
Go Postal”, Paulo Rebelo, Wired News, May 15, 2002.
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to ingal free Internet kiosks in neighborhood
bakeries (padarias) in Brazil. The kiosk
program will provide registered users with
banking services, email, and free accessto the
Internet and will be financed by feesfor financid
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FIGURE 6. Source: CID, Harvard Univ. and
IBOPE-Nielsen NetRatings

SErvices, commissions on e ectronic commerce
transactions, and advertising.*®

High access and use costs: another barrier
for the Brazilian government

The codts of accessing and using the Internet in

B uMmaki ng Low-Cost Internet Access a Reality in
Brazil”, Noah Elkin, www.emarketer.com, February 9,
2001; “ Sao Paulo Has a Great Idea for Conquering the
Digital Divide”, Waldir Arevolo de Azevedo Filho and
Cassio Dreyfus, Gartner First Take, Gartner Group,
December 17, 2001; and “ Sao Paulo Launches a Cheap
Internet Service for the Underprivileged”, International
Market Insight, U.S. Department of Commerce,
December 21, 2001.
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Brazil are very high. According to the study
prepared by Harvard University’s Center for
Internationad Development and the World
Economic Forum, Brazil’ s average Internet
sarvice provider (ISP) charge for twenty hours
of monthly Internet access as a percentage of
GDP per capitawas more than eight times
greater than that in the United States and
roughly twice as much asthose in Uruguay and
Argentina. (FIGURE 6) Free Internet access
has dso become less available. UOL, the
largest Brazilian ISP, Terra, and Tutopia have
al dropped this service and another leading
provider, Super 11.net, went out of business
entirdy last year because of ther ingbility to
generae any profits from advertisements and
Specid content offerings. Asaresult, only
Internet Gratis (iG) and newcomer |best il
provide free access (although free academic
and banking sites remain in operation).*® Basic
telephone cogts are another hindrance to the
growth of Internet use in Brazil. Connection
and monthly subscription fees for home service
are gpproximately $69 and $13 respectively,
while the current charge for aloca call is about
3 cents for every four minutes*” The Brazil's

464 Free Internet Provider Index”, |SPnet Brasil;
“Brazil: Setback for Free Internet Access”,
www.ebusinessforum.com, February 16, 2001; The
Global Information Technology Report 2001-2002:
Readiness for the Networked World, Geoffrey
Kirkman et al., Center for International Development,
Harvard University, and the World Economic Forum,
March 2002; Marcelo Coutinho, IBOPE-Nielsen
NetRatings, March 2002; and “UOL Undeterred by
Argentine Crisis”, Business News Americas, April 11,
2002.

A7 Confronting the High Cost of Internet Accessin
Brazil”, Noah Elkin, www.ebusinessforum.com, March

Nationd Telecommunications Agency
(ANATEL) recently announced two options on
March 22 this year to make Internet access
chegper and more available. Both optionsit has
developed involve “flat” feesthat will be st for
each type of connection and eliminate the
duration or time of access chargewhichisin
effect currently. ANATEL has submitted these
options for private and public comment and,
based on the responses it receives, will
implement one of them this August.*®

Dotcom bust comes to Brazil

Brazil experienced the same dotcom shakeout
that occurred in the United States and many
other developed nations from late 2000
onwards. This country originaly had 1,561

| SPs after Bradesco, Brazil’ s largest bank,
parked an explosion in free access services in
December 1999 and U.S., European, and
Brazilian tdecommunications firms ushered in a
new wave of investmentsin Internet services
businesses over the next sx months. New free
|SPs, such as Internet Gratis (iG) and Super
11.net, came into the market and eventudly
forced ISP leaders UOL, Terra Networks, and
Starmedia (U.S)) to offer smilar services dong
with their paid ones or face losng market share.
However, by July 2000, the ISP business
entered a period of consolidation that would last
for more than ayear. Severd of the free Internet

1, 2001 and interview with Ana Paula L obos, Assistant
Editor, Computerworld do Brasil, September 21, 2001.

48 «F|at Rate Access to Expand Internet Usage:
ANATEL Announces Two Options for 2002",
International Market Insight, U.S. Department of
Commerce.
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access firms who were competing for alimited
amount of advertisng dollars had less than
expected revenue growth and mounting debts
and had trouble retaining customers when the
quality of their services decreased. As
investment from venture capitaists dried up,
many of them ether closed their doors or were
forced to diversify into more lucrative aress,
such as content and network services, and
Web hogting and design, to survive.
Acquisitions and mergers among other mgor
|SPs intensfied aswell. The turmoil was so
severe that less than 700 | SPs reportedly
remained by mid-2001.°

The ISP market is now controlled by a handful
of players. UOL and iG of Brazil occupy the
first and second postionsin aranking of the
leading ISPsin that country with a unique
audience of 5.2 million and 4.5 million users,
respectively, in March 2002. Y ahoo! of the
United States, by virtue of its acquisition of
Cade? from StarMedia last January, and
Brazil’ s Globo.com are tied for third with 3.8
million usersfollowed closdy by TerraLycos.
U.S. firms, MSN, AOL, and Microsoft, have
also emerged as mgjor competitors. StarMedia
is dill aparticipant in the market, but has
refocused its business on corporate accounts

A Brazil: Pressure on Internet Sector to Generate
Profits”, www.ebusinessforum.com, September 22,
2000; “Brazil: Dotcom Turmoil Affects Incoming
Investments”, www.ebusinessforum.com, February
20, 2001; “Content in Latin America: Understanding
Diversity”, Gartner Research Note, Gartner Group,
February 22, 2001; and interview with Murillo
Marques Junior, President, Brazilian Association of
Internet Service Providers (ABRANET), September
20, 2001.
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and the mobile Internet.® Further consolidation
of Brazil’s |SPsis expected this year Snce many
of them are il unprofitable or are struggling to
breek even despite gaining the bulk of their
revenues from paid subscribers®  All were
adversdly affected in late 2001 by the dump in
Brazilian demand caused by the duggish world
and Brazilian economies, locd energy raioning,
and the sharp currency devaduationsin Brazil
and neighboring Argentina. Some improvement
in their fortunesis likely in the near future though
as Brazil’s economy picks up and Internet use
gpreads among the middle class, smdl
businesses, and schools®

Web hosting and Internet Data Centers
promising

Two areas of potential opportunity for U.S.
suppliersin Brazilian Internet services are the
web hosting and Internet data center (IDC)
businesses even though they have taken off
dowly thus far throughout the region. Frost and
Sullivan, aU.S. market research house, believes
that the Brazilian market for these Internet

50« Novo Recorde ParaaWeb Brasileira’, IBOPE
eRatings Press Release, April 12, 2002.

51 The survivi ng Brazilian I SPs currently gain 70
percent of their revenues from access fees, 20-25
percent from advertising, and 5 percent from electronic
commerce, according to arecent survey conducted by
Globo.com, alocal content portal. “LatinAm E-
Business Weekly Wrap”, Business News Americas,
May 2, 2002.

52 «Brazil Internet Giant UOL’s Net Loss Doublesin
2001", ISP World, April 8, 2002 and “Brazil’s
Globo.com Pins Turnaround on Broadband”, Adrianna
Garcia, |SP World, April 9, 2002.
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sarviceswill increase a an average annud rate
of 212 percent from 2001 to $447 millionin
2006. Thisfirm believes that Brazilian busness
users will soon see the benefits of outsourcing
al of their webdite needs and avoiding the
burden of expendiveinitid invesmentsin
telecommunications, network, and computing
infrastructures, as well asthe in-house
personnd required to run them. Diveo, IBM,
and Optiglobe of the United States are aready
offering these servicesin Brazil and, together
with .comDominio, Embratdl, and Telefonica,
hold an estimated 73 percent of Brazilian IDC
demand.>

Brazil takes NAPs to improve local
Internet performance

Brazil has been successful inits effortsto
improve Internet performance and efficiency by
establishing Network Access Points (NAPS)
there last year. Diveo Broadband Networks of
the United States announced in March 2001
that it had Sgned up eight of Brazil’ s leading

| SPs to connect to the first private NAP in that
country. Prior to this development, traffic going
from one ISP to ancther in Brazil and other
Latin American countries usualy had to pass
through public NAPsin the United States
before it ultimately returned to the region,
increasing latency and packet lossfor Latin
American Internet users and thereby degrading

534 Centros Nervosos”, Renata V. Mesquita,
Information Week Brasil, June 11, 2001and “ I nternet
Data Centers: A Flourishing Source for Product
Development and Financial Profitability in Latin
America’, Romina Adduci, Research Analyst, Latin
American Communications & 1T, Frost and Sullivan,
December 13, 2001.
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network performance. The Brazilian Associaion
of Internet Service Providers (ABRANET)
followed by launching the firgt public NAPIn
Sao Paulo last Juneto link together its
consortium of 250 providers (which are
responsible for 85 percent of dl the data traffic
in Brazil) and to provide peering between them.
The consortium aso plansto build other NAPs
in Rio de Janeiro, Bradilia, and Belo Horizonte.
NAPs are seen as a hecessary prerequisite for
the expansion of Internet use in the Brazilian
business community and, as aresult, growth in
electronic commerce>

Broadband in early stages of development

Did-up Internet access remains pretty much the
rulein Brazl. Although only 8 percent of dl
users and 32 percent of Brazilian busnesses are
connected to the Internet through high-speed
links, interest in broadband is reportedly
growing there. Brazil isranked second after
Argentinaiin the region in terms of its broadband
readiness, but lags behind the United States and
many European and Asan nations asfar asits
growth potentia is concerned. This country has
had a subgtantia amount of fiber optic cable
ingaled (induding thet laid by power utilities) in
recent years, most of which has not been used
yet, and thus has a good foundation for
broadband services.™ Digitd Subscriber Line

S First Private NAP on Tap for Brazil”, ISP World,
March 14, 2001 and “ Abranet Selects SAVVISto Help
Launch First Public Internet Servicein Brazil”,
Business Wire, June 2001.

S5« Global Prospects for Broadband Internet”, Noah
Elkin, www.ebusinessforum.com, March 13, 2001;
interview with Joao Carlos da Fonseca, Editorial
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(DSL) and cable are the main wired broadband
technologies offered, and Integrated Services,
Digitd Network (ISDN) isused in certain
aress of Rio de Janeiro and Seo Paulo.
Deployment of DSL within Brazil, in particular,
expanded from only 20,000 lines a the end of
2000 to 232,700 by the end of last year,
according to Point- Topic, aBritish
telecommunications market reseerch firm. This
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figure accounts for more than hdf of dl such
subscribersin the region. (FIGURE 7) IDC
expects that Brazil’s DSL subscriber base may
reach 3.5 million by 2005. TVA cable
televison offers high speed Internet access
through cable modem technology.

Director, Associacao Brasileirade
Telecommunicaoes, September 21, 2001; “8% Dos
Internautas Posseum Accesso Rapido”, 11t Pesquisa
Internet POP, IBOPE Midia, October 24-November 6,
2001; and Harte Hanks survey of businesses with
high-speed Internet accessin
www.ebusinessforum.com chart, December 4, 2001.
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Broadband connections are gtill expensive
sarvices in absolute terms so providers have
targeted them at high income residentia
customers and, in the business sector, at smdl
and medium-szed enterprises. Large
corporations typicaly require faster and more
secure, dedicated T1 and T3 linesthat they
lease from telecommunications carriers. DSL
companies have traditiondly charged as much as
$110 on the average for ingtdlation and another
$35 -$40 per month for 256 kilobyte (KB)
resdentia service. However, the competition
fostered by tdlecommunications deregulation in
Brazil has brought charges down sgnificantly
over the past few months. Telefonica, for
example, announced that it was lowering its
instalation fee down to $33 in March 2002 ,
putting DSL in the range of ISDN and cable
modem charges. If wired broadband isto
become more widely used in this nation, carriers
must not only continue to cut prices of ther
sarvices, but must dso maintain ahigh leve of
investment in expanding ther infrastructures and
promoting the benefits of high-speed
connections. These advantages include
providing 24-hour online connection free of
telephone charges and ddlivering sophigticated
gpplications such as teleconferencing, interactive
entertainment, and distance learning.*®

56« Confronting the High Cost of Internet Accessin
Brazil”, Noah Elkin, www.ebusinessforum.com, March
13, 2001; “IsDSL LatAm’s Route to Broadband?”,
Juan Carlos Perez, IDG News Service Latin America,
February 6, 2002; “Brazil’s Globo.com Pins Turnaround
on Broadband”, Adrianna Garcia, |SP World, April 9,
2002; DSL Worldwide Retail Directory Overview,
Edition 5, Point Topic Ltd., April 2002; and “ Andrade
on DSL Latin America’, Michael Andrade, DSL Prime,
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Satellite emerges as an expensive
broadband alternative in remote areas

Satellite has emerged as another broadband
option, particularly for Brazilians living in digtant
regions that do not have an adequate wired
telecommunications infrastructure.  After being
confined to just Rio de Janeiro and Sao Paulo,
ajoint venture of UOL, Star One (a partnership
of Embratel, Brazil’ s largest
telecommunications firm, and satellite operator
SES Adira) and Gilat Satellite Networks
StarBand Latin America announced last
October that they would provide satellite
Internet access in the northeast, southeast, and
southern sections of Brazil by the end of 2001.
However, the cost of satdllite access, with a
$500 ingtdlation fee and a $150 monthly
sarvice charge, is even greater than traditiona
wired broadband services which will
undoubtedly limit growth in cusomersto
business users until prices come down
substantialy.®’

WAP promising as a way to access the
Internet

Wirdess has some promise in Brazil as well,
given the rdively low PC penetration rate and
the popularity of cdlular telephones there (a
27.8 million subscriber base in 2001 which is
expected to nearly double over the next four
years, according to Baskerville

April 2002.

ST« gatellite | SP Sambas South” Joanne Glasner,
Wired News, May 15, 2001 and “Brazil Looksto
Heavens for Net”, Paulo Rebelo, Wired News,
October 26, 2001.
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Communications Corporation). Thefirst
Wirdess Applications Protocol (WAP) services
were launched in this country in June 2000.
Since that time, web-enabled phone penetration
has risen to about 7 percent of the Internet
population and the digtribution of those
accessing the Internet through these devices has
been relatively even across socia classes.
Various studies show that WAP has become
much more accepted by business and home
users. About 1.9 million Brazilians intend to
purchase a WAP phone in the near future. In
addition, wireless providers believe that Brazil
will be aregiond leader in thistechnology by
2004 and expect that revenues from wireless
Internet services and content will reach $1.65
billion by then while those from mobile e-
commerce will exceed $660 million.%®

ELECTRONIC
COMMERCE

Brazil has the most developed networked
economy in Latin America

584 Latin America: The Middle World”, Julia
Scheeres, Wired News, January 25, 2001; “Accessin
Brazil”, Jeremiah P. Spence and Laura A. Q. Barbosa,
Trendsin Latin American Networking, May 2001;
“Latin American Mobile Web Growing”,
www.emarketer.com, June 1, 2001; and “ M obile Phone
Subscribersin Brazil, 2001, 2005, 2010",
www.emarketer.com, May 8, 2002.
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Although well down in the ranking for its and to boost Brazil’s economy. Another isa
network readiness (which measures network mounting interest within Brazilian indudtry in

use and such enabling factors as network doing e-business to reduce costs and increase
access and policy), Brazil has the most operationa efficiency and, thus, competitiveness.

IDC expects that e-commerce in Brazil may

increase a an average annud rate of 57 percent
Networked Economy Index to over $20 billion by 2004, with business-to-
for Major Latin American Nations business (B2B) till accounting for most of this
ity 59
Brazil 4,01 adity.
Chile 3.80
Argentina 371 B2B drives electronic commerce in Brazil
Uruguay 3.67
Mexico 357 Business-to- business (B2B) transactions
Source: CID, Harvard University/WEF unt for the bu!k of Brazil secommerce. (
FIGURE 8) Even if the most consarvative

estimate of Fundacao Getulio Vargasis used,
B2B reached $1.6 hillion in 2001, retaining

developed networked economy in Latin Brazil’s position as the largest and most active
America, according to the previoudy cited joint market in the region. Brazilian firmsinvolved in
Harvard University Center for Internationa B2B had great expectations last year and set a

Development and World Economic Forum
gtudy. This pogtion reflects this country’s
grength not only in dectronic government, but
aso in dectronic commerce (e-commerce) and
generd infrastructure. Recent estimates of the
Sze of Brazil’s e-commerce market in 2001
range widdly from $2.1 billion (Fundacao
Gertulio Vargas, amgor Brazilian economic
and business research indtitute) to $5.3 billion
(IDC). Mogt observersfed that e-commerce
grew steadily last year even though Brazilian
businesses and consumers had to ded with the
duggishness of the nationa and global
economies, Brazil’s energy criss, the
depreciation of the Red, and the Argentine
crisgs. One of the factors driving its growth in
this country 1s sirong government S.Jp[')OI’t for Overview”, International Market Insight, U.S.
grester use of IT and the Internet within Department of Commerce, July 27, 2001 and “E-

Brazilian society to bridge the Digitd Divide Commerce no Brasil: $2.1 Bilhoes em 2001, Diz FGV”,
Computerworld do Brasil, March 22, 2002.

9 E-Commerce and Internet Services-An
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god to more than double their Internet-related
revenues and investments from 2.4 percent of
salesin 2000 to 5.6 percent by year-end,
according to IDC.%°

Finance and retailing remain leading B2B
users

Various e-commerce initiatives have emerged
in Brazil over the past two years focused on:
electronic procurement of basic supplies (e.g.,
Embrate in tedlecommunications and Copenein
petrochemicals); eectronic marketplaces
operated by automotive, chemicd, agriculturd,
and construction companies to trade goods and
services within their respective industries; and
vertical portals for transactions among
indugtries participating in one supply chain (eg.,
Transora, a multinational consumer goods
consortium, which includes Coca Colaand
SaraLee). However, finance and retailing
continue to lead B2B e-commerce. The
financid sector, which has traditiondly been at
the forefront of service automation, has invested
in 136 Internet Stes and thirty four ISPs since
late 1999, and recently launched a nationwide
online interbank funds transfer system. In
retailing, mgor supermarket chains such as Pao
Acucar, Carrefour, and Lojas Americanas dl
manage their procurement and logigtics
operations over the Internets:.

60| atin AmericaPlans to Leverage the Internet”,
eBusiness Trends, International Data Corporation,
August 23, 2001 and “Browsing Brazil’s
eMarketplaces”, eMarketer B2B Weekly, Issue 30,
2001.

61 “Brazil: B2B Internet Commerce Startsto
Blossom”, www.ebusinessforum.com, September 12,
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Brazilian E-Cownwrmerce in 2861
32 .1 Edlaonn

[] ez [l ec
FIGURE 8. Source: FGV, 3/02

Most at early stage of B2B; large
corporations are most advanced

Although the mgority of Brazilian businesses
have accessto the Internet, most are till at an
early stage of e-commerce development since
more than haf use the Internet only for emall and
information gathering purposes, according to
surveys conducted by the Center for Research
on Information Technology and Organizations
(CRITO). Those micro firms (less than 10
employees)and smal companies (10 to 50
employees) that are dready in e-business are
fairly sophisticated users. They are generdly high
tech enterprises engaged in software
development, consulting, and specidized
products and services that purchase more
through the web and provide more technica
services online than larger companies. Medium-
gzed firms on the Internet have web Stes that

2000 and “Globalization and Electronic Commerce:
Growth and Impactsin Brazil”, Paulo Bastos Tigre,
Center for Research on Information Technology and
Organizations (CRITO), University of California, Irvine,
June 2001.
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present their products, services, and
inditutiona information, but they do not
normally undertake transactions online because
the investments required to do so are too large
a percentage of their tota revenues and
qudified IT personned arein short supply. By
contras, large and very large Brazilian
corporations (more than 500 employees) are
very advanced e-commerce users. They are a
the transactiona stage and are intent on using
the Internet to increase their productivity,
develop new marketing channds, and induce
their business partners to adopt their standards
and operationa practices. They market and sdll
their products and services online, transfer
money eectronicaly, and integrate their
logistics with suppliers and customers. The e-
commerce applicaions that are particular to
them include supply chain management (SCM),
Extranets, and Intranets.®?

Brazil must overcome difficulties to
stimulate greater B2B use

Despite the growing awareness of the
advantages of B2B e-commerce, most Brazilian
firms must overcome anumber of difficulties
before they can move beyond rudimentary uses
of the Internet. Like consumers, they are
worried about privacy and the security of online
transmissions of confidentia information. They
aso have a great need for qualified peopleto
implement and operate the IT infrastructure that

62« Globalization and Electronic Commerce: Growth
and Impactsin Brazil”, Paulo Bastos Tigre, Center for
Research on Information Technology and
Organizations (CRITO), University of California,
Irvine, June 2001 and interview with Rui Mendes,
Country Manager, IDC Brasil, September 25, 2001.
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supports e-business. For example, IDC
estimates that Brazil will have 403,000 job
vacancies just in the area of networking through
2004, but will only have 155,000 IT
professonds cgpabdle of filling this demand.
And, findly, some Brazilian and foreign
companies complain about the inadequacies of
the telecommunications infrastructure in Brazil,
especidly the limited access to high speed digital
lines and the low quality of transmisson. Both
the Brazilian private and public sectors
understand that they must continue to work
together to address these concerns through the
development of appropriate e-commerce
policies, the expangon of IT training, and
telecommunications deregulation and
invesment.

Brazil leads the way in B2C

Brazil leads Latin Americain online retailing,
accounting for more than haf of Internet sdlesin
thisregion. Fundacao Getulio Vargas estimates
business-to-consumer (B2C) e-commercein
Brazil reached $500 million and daimsthet the
number of online transactions surged in 2001.
On the plus Sde, this country has the most
advanced e-commerce industries and the largest
Internet population in the region, awide range of
Portuguese-language content providers, and a
sophigticated home banking system with Sate-
of-the-art equipment. According to a Brazilian
Chamber of Electronic Commerce (Camara:

63« Globalization and Electronic Commerce: Growth
and Impactsin Brazil”, Paulo Bastos Tigre, Center for
Research on Information Technology and
Organizations (CRITO), University of California, Irvine,
June 2001.
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e.net) report published in March 2002, more
than 3 million Brazilians purchased onlinein
2001. Those buyers who spent the most money
had a monthly income of between $429 and
$2,159, purchased mainly music compact
discs(CDs), books, software, and electronic
goods, and doled out an average of $214 each
month on their online purchases. Another
report released about the same time by the
Internet pollster E-Bit pointsto two trends that
are favorable to the development of B2C in
Brazil---that many of these shoppers purchased
for thefirg timein 2001 and that most of them
would buy again from the same retailer.
However, despite Brazil’ s advantagesin the
area of B2C, the number of active online
buyers represented less than 20 percent of dl
Brazilian Internet users.®

More widespread use of B2C still hindered
by barriers

Asin severd other Latin American nations,
B2C s share of totd Brazilian eectronic
commerceis ill rdativey smdl (24 percent)
compared to B2B and more widespread use is
limited by socioeconomic, culturd, and infra
sructurd barriers. Buying over the Internet has
been and will continue to be confined to the
upper and middle classes in the near future

64 «E_commerce Keeps Brazilian Internet Alight:
Retail and B2B Online Transactions Could Double
Every Year”, Thierry Ogier, Financial Times, January
18, 2002; “E-commerce no Brasil: U.S. $2.1 Bilhoes em
2001, Diz FGV”, Computerworld do Brasil, March 22,
2002; “ Average Online Purchase at U.S.$91.30-Brazil”,
Business News Americas, April 1, 2002; and “E-
Shoppers Spend U.S.$214/Month-Brazil”, Business
News Americas, April 2, 2002.
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because the mgority of Brazilians have little
disposable income to afford computers,
software, telecommunications services, and most
of what is offered online. Brazilian Internet users
and retailers remain concerned about security,
despite the increasing use of secure systems. For
example, three fourths of online buyersin the
March 2002 Camara-e.net survey indicated that
they do not fed safe using their credit cards and
providing financid informetion over the
Internet.%® Although Brazilians “ surf the Web”
to acquire information on products and services,
few close the ded online. Many il prefer to
patronize loca stores and mals because they
enjoy shopping with family and friends and
believe that the price differentid on goodsis
larger for online than for “brick and mortar”
purchases. The Brazilian transportation
infrastructure is dso aproblem in that it restricts
the ddlivery of products bought on the Internet.
Since roads are poor and airports are few in
number throughout the country, postal and other
deivery sysems are unable to handle large
volumes of smdl packages. As aresult, most of
the 900 stores usng B2C in Brazil serve only
smal areas®®

% The lack of coherent privacy policies on B2C sites
discourages potential online buyers from making
purchases over the Internet. A joint study conducted
in 2002 by Price Waterhouse Cooper and E-bit, a
Brazilian consultant, shows that only 35 percent of
registered B2C sites have privacy policies. Moreover,
86 percent of Brazilian Internet shoppers surveyed did
not make a purchase in the end on sites where such
policies existed because these privacy statements were
unclear. “Privacy Policy Deficiencies Stunt B2C
Growth”, Business News Americas, June 5, 2002.

66 Interviews with Rui Mendes, IDC Brasil,
September 25, 2001 and Paula Secaff, Vice President,
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The retail sector is the major B2C player

The mgor B2C playersin Brazil are diverse
companiesin the retall sector. They dominate
Internet sales volume and include Ameliacom,
the online Site of Pao de Acucar (Brazil's
second largest supermarket chain),
Americanas.com (amgor retail chain
marketing awide range of consumer goods),
Livraria Saraiva (a bookstore chain),
Webmotors (used-car saes), and
Submarino.com (books and CDs). Many of
these operations are reportedly unprofitable,
but they are congdered invauable in building
strong brand recognition. Severd Brazilian
retailers have made concerted attempts to bring
more consumersonline. Magazine Luisa
(consumer dectronic and home appliances), for
example, has established “e-shops’ (Internet
kiosks operated by asingle clerk) to extend its
reach to an extra 25 locations beyond the 88
“bricks-and-mortar” storesit owns®” The
automotive sector in Brazil has aso been an
active participant in online sales and reportedly
chalked up customer penetration rates that
have not been equaed yet in any other market.
Fat (Itdy), Ford, Generd Motors (GM), and
Volkswagen (Germany) have dl made

StarMedia, September 26, 2001, and “BCG/VISA
Study: Latin American Online Retailing to Reach
$1.28 Billion (U.S.) In 2001", BCG Media Releasg,
Boston Consulting Group, November 13, 2001.

67 «E_Commerce and Internet Services-An
Overview”, International Market Insight, U.S.
Department of Commerce, July 27, 2001; interview
with Rui Mendes, IDC Brasil, September 25, 200; and
“Business Latin America: Online Retailing Bucks
Economic Downturn:, www.ebusinessforum.com,
December 18, 2001.
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concerted effortsto sal low-priced cars over
the Internet in Latin America. A Boston
Conaulting Group (BCG) study published in late
2001 estimated that direct automotive sdesin
this region would rise nearly 400 percent in that
year, most of which would bein Brazil. GM’s
experience with online sales has gone so well
that it announced plansto offer additiona
models on its webgite and to build three new
digtribution centersin that country to speed
ddlivery to its Brazilian customers.®

Brazil at the cutting-edge in home banking

Home banking is ancther Sgnificant online
activity in Brazil. Inthe early 1990s when it was
faced with hyperinflation and extremely high
interest rates, Brazil began building one of the
most advanced eectronic banking systemsin the
world to clear checks and dlow customersto
pay their bills as quickly as possble. Bradesco,
Brazil’ s largest private bank, was a pioneer in
home banking, being the firgt in that country to
put afinancid dte on the Internet when it
launched “BradescoNet” in 1996. Two years
later it developed a safe shopping environment
for its cusomers by cregting a“virtud mdl” and
alowing users to make purchases through the
use of an “electronic walet” (asmart card).
Unibanco aso introduced the world' sfirgt virtua
credit card, the “e-card’, in conjunction with

68« Internet Car Sales on the Rise”, I nternational
Market Insight, U.S. Department of Commerce, July 30,
2001; “BCG/VISA Study: Latin American Online
Retailing to Reach $1.28 Billion (U.S.) In 2001", BCG
Media Release, Boston Consulting Group, November
13, 200; and “Online Auto Sales Rev Upin Latin
America’, Noah Elkin, www.ebusinessforum.com,
February 27, 2002.
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Mastercard in October 2000 to provide for
secure e-commerce transactions.®®

IDC forecast in early 2001 that there would be
4.9 million home banking usersin Brazil by
year-end versus 1.5 millionin 1999. An aticle
in Busness L atin America clams that up to 24
percent of some banks customer bases are
now engaged in online financid transactions and
that 16 of the top twenty Brazilian financid
ingtitutions (87 percent of the country’s banking
system in terms of assets) offer Internet
banking. These Brazilian banks have been
working hard to expand its use over the past
year. They have provided sgnificant fundsto
finance the purchase of PCs by many more
Brazilians, remain among the few |SPs that
offer free Internet access to customers, and
some have even dropped fees for most online
transactions. In addition, 65 percent of them
have provided mobile banking services through
WAP-enabled handheld devices. Electronic
banking should receive an enormous boost in
2002 with the introduction in mid- April of the
Brazilian System of Payments (SPB). This
interbank settlement program will dlow
immediate nationwide online funds transfer
among banks, businesses, and consumers,
replacing checksin B2B and B2C transactions.
Brazil’s Centrd Bank believes the new system
will handle 14 million transactions worth an

69« E-Commerce and Internet Services”,
International Market Insight, U.S. Department of
Commerce, March 30, 2001 and “E-Banking: Brazil
Leads Latin America’, International Market Insight,
U.S. Department of Commerce, April 24, 2001.
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estimated $7 billion each day.™
C2C beginning to grow

Consumer-to-consumer (C2C) auction sites
have emerged in Brazil over the past year or so,
but play even less of arolein Brazilian e-
commerce than B2C does. MercadoLibreis
one of the leadersin Brazil dong with
Arremate.com and Lokau. MercadoLibre has
been aggressively pursuing various strategic
partnerships and cross-marketing accords with
other multinationa and loca enterprisesto
bolgter its position in this market and throughout
the region and to survive the ongoing
consolidation of Latin American dotcoms. In
October 2001, this online auctioneer gave eBay
a19.5 percent stake in its operationsin
exchangefor the U.S. firm'siBazar subsdiary in
Brazil. Thisded added 450,000 registered
usersto its customer base. Businesses have
adso

become more involved in online auctions of
products recently. Most of them have been
small enterprises who have been responsible for
asgnificant share of transaction volume.™

0« Globalization and Electronic Commerce: Growth
and Impactsin Brazil”, Paulo Bastos Tigre, Center for
Research on Information Technology and
Organizations (CRITO),University of California, Irvine,
June 2001; “Brazilian Banks: Exploiting the Internet”,
www.ebusinessforum.com, August 28, 2001; “Internet
Financial Serviceson theRisein Latin America’, M.
Kun et al., Gartner Research Note, September 21, 2001,
and “Certisign Sees Digital Certification Market
Growing 500%”, Karen Keller, Business News
Americas, April 19, 2002.

L« E_Commerce and Internet Services-An
Overview”, International Market Insight, U.S.
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ELECTRONIC
COMMERCE ISSUES

General legislation covers e-commerce in
Brazil, but disputes are often the rule

Brazil does not currently have any specific
legidation that regulates e-commerce.
However, the Brazilian Civil Code and other
generd legidation is applicable to transactions
that take place on the Internet. In some e-
commerce transactions where disputes have
arisen, the resulting court cases have exposed
some shortcomingsin Brazil’ s current lega
regime with regard to these transactions. Bills
which address the particular legd issues raised
by e-commerce and stipulate regulations
supporting its development in this country have
been under consderation in the Brazilian
Congress for sometime. Mogt of the legidative
action has been directed toward digital security.

Foreign firms now allowed to register
domain names

The Foundation for Research of the State of
Sao Paulo (FAPESP), the only entity in Brazil
dlowed to register domain names and distribute
Internet protocol (Ips) addresses, issued a
regulaion in March 2001 that authorized
foreign entities to register Brazilian domain
names. The action was a step forward since

Department of Commerce, July 27, 2001; “Latin
America: Top E-marketers Join Forces’,
www.ebusinessforum.com, October 30, 2001; and
“Business Latin America: Online Retailing Bucks
Economic Downturn:, www.ebusinessforum.com,
December 18, 2001.
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only Brazlian individuals and entities
incorporated in Brazil with a Brazilian Federd
Taxpayers Registry (CNPJ) number were
previoudy authorized to do so. The new
regulation abolished this requirement and stated
that aforeign entity only needed to be
represented by a Brazilian agent with a power of
attorney to act on its behdf, if it did not have a
presencethere. However, severd days later,
FAPESP retreated from this position somewhat
and issued a regulation that now requires foreign
entities to file an affidavit of commitment to
incorporate a subsidiary in Brazil within ayear of
registration. "

Domain name ownership remains a murky
business though

FAPESP has usudly alowed the first gpplicant
who satisfies the requirements of the Brazilian
Internet Management Committee’ s Resolution
Number 1 of April 15, 1998 to be the domain
title holder. 1t does make an effort to restrict the
regigration by third partiesin Brazil of famous
marksthat are on a1997 list of 200 names
compiled by INPI, the Brazilian Patent and
Trademarks agency, but does not protect those
marks that were not on the list then. FAPESP
aso does not have the legd authority to resolve
conflicts between parties or to determine who is
the rightful owner of a specific domain name.
Because of the lack of any specific legidation
that guarantees ownership of domain names,

2«Brazil: Domain Names Available to Foreign
Entities”, www.ebusinessforum.com, May 11, 2001 and
“New Ruling for the Registration of Domain Names”,
Observador L egal, June/July 2001, Noronha
Advogados.
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many foreign trademark holders are forced to
settle disputes with “ cyber squetters’ inthe
courtroom. Brazilian courts have made
divergent rulings in the past though. America
Online logt its claim to the web address
www.aol.com.br to Milenio, aregiond porta in
the city of Curitiba, that had dready registered
it. By contragt, Embratel, amgor Brazilian
telecommunications supplier, won therights to
its domain name over a previous clamant.
Both FAPESP and INPI have entered into a
cooperative agreement to handle disputes by
avoiding the regidration of any marks as
domain names by entities other than the
registered mark owner. INPI has proposed to
share its database and expertise in trademark
disputes with FAPESP. FAPESP, in turn, has
been considering, dong with the Brazilian
Association of Intellectud Property (ABP!), the
possihility of creating an adminigtrative council
within its organization to review contested
registrations.”

Online buyer rights covered under the
Consumer Protection Code

The Brazilian government does not yet have
specific laws governing consumer rights onling,
but normaly uses the Consumer Protection
Code to decide disputes. It has made some

3 Brazilian Law and Regulations”,
www.ebusinessforum.com, September 26, 2000;
“Trademarks Versus Domain Names: Cybersquatting
Violates Intellectual Property Rights”, Observador
Legal, November/December 2000, Noronha
Advogados; and “Brazilian Domain Names: | ssues
and Disputes”, Renata Neeser and Isabel Franco,
www.demarest.com.br, Demarest & Almeida
Advogados, January 18, 2002.
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minor changesin this code to cover online
purchases though. For example, consumers can
return items bought over the Internet if the goods
are not whet they originaly ordered after a
seven day cooling off period. Asfar ascross
border e-commerce is concerned, Brazilian case
law has served as the precedent in certain
ingtances. One locd court ruled that a
multinetional company that has asubgdiary in
Brazil isrespongble for product warranties even
if its products were purchased overseas.”

Privacy and protection of data on the
Internet covered

Specific Brazilian laws on the privacy and
protection of data on the Internet have not been
enacted yet either. However, the Federd
Condtitution of 1998 does contain generd
principles that govern these areas for data
communications. These principles ensure the
right to compensation for violations of privacy
and declare that the confidentidity of
correspondence and telegraphic, data, and
telephonic communications areinviolable. A
wide range of statutes, such as the Consumer
Protection Code, Generd Telecommunications
Law, Law 9507/97 (“Habeas Data’ remedy
provision), and the Law 4595 (which guarantees
bank confidentidity), lso serve to protect data
privacy. Brazil’s Consumer Protection Code, in
particular, subjects to specific terms of
imprisonment those persons: (1) who prevent or
hinder consumer access to their own persona
information contained in consumer data bases or
records, and (2) who knowingly fail promptly to

"4 «Brazilian Law and Regulations”,
www.ebusinessforum.com, September 26, 2000.
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rectify any incorrect or imprecise datain
consumer data bases or records. The Brazilian
private sector has aso taken action. The
Polytechnic Engineering Schoal of the
University of Sao Paulo has partnered with
severd businesses to launch an Online Privacy
Certificate Program open to Brazilian web Stes
committed to safeguarding their cusomers
persona data and privacy.”

Decision on the SPAM Issue sets precedent

ABRANET edtimates that pam, unsolicited
“junk” e-mail, causes aloss of $36 million each
month in Brazil, based on the Internet user time
required to download them. Most nations have
tried to come up with rules that control the
exponentid growth of “gpamming” and
preserve the rights of users, but guarantee an
environment of free expresson on the Internet.
Many have found that striking an idedl balance
isadifficult task. In Brazil, the Superior Court
of the State of Mato Grosso do Sul recently
issued a precedent-making decison on this
issue in alawsuit againg three Internet
companies asking for indemnification for mora
damages caused by the receipt of spam email.
It ruled that 1SPs were not liable for unsolicited
messages sent to users by their commercia

S« Brazil: E-Commerce and Regulations”, Julaina
Viegaset al., Baker & McKenzie E-Law Alert, January
2001 and E-Commerce and Consumer Protection L egal
Aspects, Ricardo Barretto Ferreirada Silvaet al .,
paper prepared for the ALCA-Joint Government and
Private Sector Experts Committee for Electronic
Commerce, February 13-15, 2002.
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customers.”

Domestic online contracts covered by
Brazilian Civil Law

Knowledgesgble expertsin Brazil believe that
Brazilian Civil Code governs dectronic contracts
entered into by individuas or legd entities
resding in Brazil. However, if one of the parties
to an dectronic contract is not domiciled in
Brazil, such asin the case of the purchase of
products or services from thetitleholder of asite
located abroad, the issue of which country’s law
applies hasto be carefully consdered.
Generdly, Brazilian civil law accepts that the law
of the country where the obligations are
condtituted and the offeror resides governsthe
electronic contract. When thereisa possible
conflict of laws, the criterion determining the
gpplication of acertain law to a contract is the
place where the obligation was condtituted. The
Brazilian government’ s definition of the
congtitution of a contract relates to whether it
was made between absent and present parties.
It defines contracts between “absent” parties not
on the basis of distance of one person from
another, but on the time that has lapsed between
an offer and its acceptance. |f acceptance
happens immediady following the offer, the
contract is regarded as being between present
parties even though these individuds or legd
entities are in different physica locations.

6 «Decision on Internet ISP Liability for Spamming”,
JulianaViegas et al., Baker & McKenzie E-Law Alert,
May 13, 2002 and E-Commerce and Consumer
Protection L egal Aspects, Ricardo Barretto Ferreirada
Silvaet al., paper prepared for the ALCA-Joint
Government and Private Sector Experts Committee for
Electronic Commerce, February 13-15, 2002.
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Formation of this kind of contract occurs on the
dateit isexecuted. On the other hand, if there
isaggnificant period of time between offer and
acceptance, then the contract is between
absent parties. Formation and completion of
thiskind of contract occurs on the date the

accepting party issues its acceptance.”’
Progress made on the digital security issue

Much progress has occurred in providing
security for eectronic commerce transactions
and documents. In September 2000, the
Brazilian government issued Decree 3587
which laid the foundation for implementing rules
for certifying and registering dectronic
documents, the establishment of the Brazilian
Public Key Infrastructure (ICP-Brazil), and its
use within federd agencies and departments.
ICP-Brazil isasystem that uses asymmetric
cryptography (a combination of one public and
one private mathematical key) to create a
digitd signature.”® The Brazilian Congress then
introduced Bill Number 1.589/99 in early 2001
which dedt more broadly with thisissue. The
legidation mandated what eectronic contracts
should contain (names, addresses, emails, €tc.)
and the use of the digital Sgnature, eectronic
authentication, and public key certification. It
aso emphasized the need for protecting the

7 E.Commerce and Consumer Protection L egal
Aspects, Ricardo Barretto Ferreirada Silvaet al.,
paper prepared for the ALCA-Joint Government and
Private Sector Experts Committee for Electronic
Commerce, February 13-15, 2002.

B E-Commerce in Brazil and Latin America’,
International Market Insight, U.S. Department of
Commerce, 2000

confidentiaity of informetion, determined the
respongbilities of the partiesinvolved in
electronic contracts, and required that the
Brazilian Consumer Protection Code be applied
to them.”

Subsequent provisional laws and decrees set up
the operations of the ICP-Brazil authority in
November 2001 and regulated it by stipulating
that federal agencies could only obtain digita
certification from duly accredited and approved
entities® Other significant developments relating
to digitd certification followed. The Brazilian
Minisgtry of Communications announced in
January 2002 that the Postal Service was
authorized, in association with 72 companies
selected through public tender, to issue digitd
certificates for communications or business
transactions conducted over the Internet. In
early April, ICP-Brazil named the country’sfirst
digitd certifiers: Serpro, afederd data
processing agency, to act asthe officid certifier
for Brazil's new red-time, interbank settlement
system (SPB) and to provide digita certificates
to companies doing business with the Brazilian
government; and Serasa, a Brazilian financid
anaysis firm. 8

9 «Brazil’s Electronic Commerce Situation: The
Validity of Electronic Contracts’, Observador L egal,
March/April 2001, Noronha Advogados.

80 «The Brazilian Public Key Infrastructure to Start”,
JulianaViegas et al., Baker & McKenzie E-Law Alert,
November 5, 2001 and “New E-Commerce
Regulations”, JulianaViegas et al., Baker & McKenzie
E-Law Alert, November 12, 200.

81 “Digital Certification”, Juliana Viegas et al., Baker
& McKenzie E-Law Alert, January 21, 2002; “B2B
Digital Certification Gets a Boost with Serpro
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The American Chamber of Commerce's
Technology Rights Committee recently
presented the Brazilian Minister of Justice with
adraft bill of law, based on Bill of Law
Number 84 and the Budapest Convention, that
addresses computer crime. Among the actions
to be consdered as crimes are: gaining
unauthorized access to computer systems,
accessing computer programs and data banks
without authorization; reading e-mails without
authorization; and damaging computer
programs, data banks, or access mechanisms.®

State and local taxes on ISPs reportedly
restraining e-commerce

Brazilian Internet services providers and B2C
suppliers have been greatly concerned about
the adverse effect that state and local  taxes
may have on the growth of e-commercein that
country. Asnoted esewhere in this study,
purchasers of products are required to pay a
vaue-added tax (ICMS) on what they buy
while service firms are subject to atax on the
services (1SS) they render. The percentages
that Brazilian states and locdlities charge on the
vaue of products and services vary widely too.
Individua Internet firms and the Brazilian
Asociation of Internet Service Providers
(ABRANET), their trade association, are
concerned that some jurisdictions such asthe
State of Sao Paulo have been charging both the

Authorization-Brazil”, Business News Americas,
April 2,2002; and “More LatAm E-Commerce News-
Regional”, Business News Americas, April 11, 2002.

82 «Draft Bill of Law Against Information
Technology Crimes:, JulianaViegaset al., Baker &
McKenzie E-Law Alert, May 13, 2002.
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ICMS and the ISS taxes on Internet
transactions on top of an dready heavy
corporate tax burden and claim that the wide
range of levies have restrained B2C trade. They
were actively working with state and local
authoritiesin late 2001 to sraighten out the
confusion these taxes have engendered within
the industry and to normalize or reduce them to
zero throughout Brazil. ABRANET succeeded
in October 2001 in obtaining a preliminary
injunction to suspend the collection of the ISS
tax levied on advertisement services provided
over the Internet by 1SPsin the city of Sao
Paulo from 1996 to 2001. However, these
firmswill have to pay thismunicipd tax once
againthisyear. In separate rulings, ISPswere
exempted from paying the ICMStax in the
States of Minas Gerais and Parana by state
courts that recognized them as value-added
rather than telecommunications services
providers. They will be subject instead to the
ISStax in both states.®®

Regarding the issue of cross-border taxation of
Internet transactions, the Brazilian government
has been carefully consdering what approach it
will take in the future Snce it is concerned about
the sgnificant role that tax and tariff revenues
have in its nationd budget and bilaterd trade

83 Interview with Murillo Marques Junior, President,
the Brazilian Association of Internet Service Providers
(ABRANET), September 20, 2001; “Value Added Tax
on Internet Access’, JulianaViegas et al., Baker &
McKenzie E-Law Alert, September 17, 2001: “1SPs
Obtain Suspension of Municipal Tax on Servicesin
Sao Paulo”, JulianaViegas et al., Baker & McKenzie E-
Law Alert, October 15, 2001; and “ State V alue Added
Tax”, JulianaViegaset al., Baker & McKenzie E-Law
Alert, January 7, 2002.
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concessions in other trade areas. It has reacted
negatively in the past to proposds for an origin-
basad consumption tax on intangible Internet
sarvices. It redizesthat Brazil, as anet
importer of e-commerce, would lose badly
needed revenues if such atax were adopted
snce it would be collected from the supplier by
aforeign taxing entity. The Brazilian
government would presumably benefit more
from atax on the consumer, given the fact that
these kinds of taxes are more important to
Brazil’s nationd fiscd heelth than income
taxes®

MARKET
OPPORTUNITIES

Asthelargest and most dynamic IT market in
Latin America, Brazl offers sgnificant
opportunities for U.S. suppliers of IT products
and sarvices. Brazilians have a high regard and
gtrong preference for U.S. technologies and will
buy from U.S. companies that have taken the
trouble to locdize their offerings and make
them price compstitive with those from
domedtic firms. Given the forecast for strong
growth in the Brazilian economy over the next
severd years, Brazilian I'T spending should
increase a a hedlthy pace. The only factors that
might adversdly affect thisrosy outlook would
be another downturn in the globa economy, a
return of the energy crisisthat this country
endured in 2001, and further deva uation of the

84« Globalization and Electronic Commerce: Growth
and Impactsin Brazil”, Paulo Bastos Tigre, Center for
Research on Information Technology and
Organizations (CRITO), University of California,
Irvine, June 2001.
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red.

Computer Equipment

Brazil’s computer hardware market should be
buoyed up by the private sector’ s ongoing
modernization of its operations and the Brazilian
government’s commitment to providing
Brazilians with e-government and expanding
computer and Internet use throughout this
country, especidly in education and among the
poor. These efforts should trandate into sdes
opportunities for both U.S. IT companies,
whether manufacturing equipment in Brazil or
exporting out of the United States.

Brazilian busnesses have an interest in
purchasing awide range systems over the next
severd years. They will need to upgrade their
legacy computer systems to meet new demands.
Asthey continue to build intranets and extranets
and become more involved in e-commerce, they
will have substantial demand for servers and
desktop PCs. Corporate and SME executives,
professonds of dl types, universty students,
and sales and service personnel should aso
collectively represent a booming market for
notebooks and handheld computers. The
Brazilian government’ s broad Information
Society Program targeting public sector
agencies, schoals, the hedlth care sector, and the
urban dums and rurd communities, dong with
gmilar private sector and state government
projects to help the poor, will boost saes of
PCs and other types of Internet access devices
aswdl. Since these efforts place a high priority
on obtaining low cost systems, there may be a
unique opportunity for used computer firmsto
sl their waresin Brazil.
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Theridgng tide of computer systems purchases
should benefit peripherd equipment suppliers.
Best prospects include scanners, printers, disk
drives, and digitd video disk (DVD)players.
Demand for high-end data storage devices
should be particularly strong since corporate
computer users have to manage and store the
large volumes of data generated by the growth
in e-business and have become increasingly
concerned about data security and disaster
recovery after recelving a severejolt from the
September 11" terrorist attacks on the United
States.

Software

The Brazilian packaged software market has
enormous potentia for U.S. suppliersasaong
as the Brazilian government and private sector
make meaningful progress toward reducing
intellectua property rights violations. Brazilian
manufacturing and services corporations have a
ggnificant need for software solutions that will
help them reduce costs and increase profits
through automation of their industrid and
commercia processes. The software packages
that will continue to bein the highest demand in
Brazil are those for customer relaionship
management (CRM), supply chain management
(SCM), networking and communications,
database management, el ectronic document
management (EDM), and enterprise resources
planning (ERP). The most important vertica
markets are agribusiness, education and
training, financid sarvices, hedthcare, retall,
telecommunications, and transportation.

Desktop PC applications, such as word
processing, spreadshest, and graphics, are
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good opportunities as the use of PCs grows
among SMEs and more affluent home users.
Educationd software packages will emerge as
another ucrative arealin concert with the
Brazilian government’ s efforts to provide PCsto
secondary schools and its focus on eectronic
learning (e-learning).

As noted previoudy, most Brazilian companies
are very concerned about the security of their
operations following the terrorigt attacks on the
United States and are expected to spend heavily
on IT security solutions such as encryption, anti-
virus, and firewals. The end-user sectors that
U.S. firms might consider targeting first are
financid sarvices inditutions, particularly banks,
and retal operations since they face the most
immediate security threats.

In systems and applications development (AD)
software, Brazilians have shown a keen interest
in both Linux and Java. Linux has become
increasingly popular and made inroads into the
strong hold Microsoft Windows has on the
operating systems market for servers because it
is an open source technology. As aresult, many
Brazilian businesses and public sector agencies
are looking for suppliers who can develop
solutions around Linux. Javatools have aso
gained alarge following for gpplications
development since this AD language dlows
users to develop software for a variety of
different hardware platforms. The Gartner
Group is extremely bullish about Java and
predicts it will be adopted by more than 80
percent of mid-size to large Brazilian enterprises
by 2005.
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Networking Equipment

Brazil should be an excdllent market for
networking eguipment, benefitting from the
ongoing build-out of the tdecommunications
infrastructure and corporate interest in
edtablishing intranets to make interna resources
more available to employees and extranets to
work more efficiently with suppliers, cusomers,
and dtrategic partners. Greater PC and
Internet use in education and hedthcare should
aso lead to the spread of networking on
university campuses, in schools, and among
hospitas, clinics, and other medicd facilities.
Cahners In-Stat Group, a U.S. market
research firm, believes Brazil isa*“hot
geography” for wirelessloca area networks
(WLANSs) dong with Australia, New Zedand,
and South Korea. Wireless Ethernet (Wi-Fi),
which alows high-speed wirdless connection to
the Internet through base stations within
buildings, has just been introduced into Brazil
and isregarded as a promising technology,
given the Brazilians growing affinity for
wireless communications.

IT Services

Spending on IT sarvicesin Brazil is projected
to overtake investment in computer equipment
by 2003 and increase very rapidly thereafter.
A growing number of cost-conscious Brazilian
busi nesses have been outsourcing their systems
and network management and data processing
activitiesto IT services providers and should
continue to do. Public sector agencies and
corporations engaged in alarge number of
ongoing modernization programs have a grest
need for IT consultants and systems integrators
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to ingtdl, program, and connect serversto
legacy systems, to integrate front and back
offices, and to provide education and training to
dleviae Brazil's shortage of qudified IT
personnel. The banking, hedth care, rall
transportation, and retail industries are
reportedly the leading vertical markets for these
sarvices. Findly, corporate executives have
aways consdered datawarehousng and IT
Security services an important part of their IT
budgets, but should boost their investmentsin
these areas subgtantiadly in the wake of the
September 11'" terrorigt attacks on the United
States. Concern about security is particularly
high in Brazilian finandd indtitutions, with up to
80 percent of al banks expected to use data
warehousing in the near future.

Internet Services

Although the ISP market in Brazil has gone
through a period of turmoil and consolidation in
recent years, there are promising Internet
services opportunities for U.S. suppliers. The
expanson of e-commerce and e-government in
this country will undoubtedly creete Sgnificant
demand for the services of companies that can
design and develop web Sites, provide content
for them, and hogt them. Involvement in e-
commerce may aso stimulate many businesses
to outsource dl of their website and
interconnection needs rather than taking on the
burden of codtly investmentsin
telecommunications, network, and computing
infrastructures and the in-house personne
required to run these operations.

Brazilian usars will increesingly demand
broadband Internet connections. SMEs will
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follow large corporationsin acquiring high-
gpeed access as more of them become involved
in e-commerce. Busnesses in remote areas
where awired telecommunications
infragtructure is not yet available will likely opt
for satellite service. In the home user sector,
high income residentid customerswill need
broadband for more sophigticated gpplications
such as streaming video, interactive
entertainment, and distance learning. Wirdess
Internet access for business and home users
through WAP and possibly other kinds of
wirdess services should  grow subgtantidly. Its
use by companies will increase with the soread
of mobile commercein Brazl in the future.
Wirdess may be much more vigble than wired
access for home users, considering the low PC
penetration and the popularity of cellular
telephony there.

Selected Brazilian IT projects

Certain projectsin afew economic sectorsin
Brazil are worth noting because of their
potential for U.S. IT sdes

In trangportation, INFRAERO, Brazil’ s state-
owned arport infrastructure company, will
invest to expand and modernize IT systemsin
arports up through 2004. Brazil’ s railroads so
have efforts planned to improve their safety and
boogt ther efficiency and competitiveness. The
MRS Rallroad, which operatesin the
southeadtern states of Brazil, will implement a
$20 million communications-based train control
(CBTC) project through the use of an intranet
and agloba postioning satdlite (GPS) over the
next three to four years. The Ferroban Railroad
in the State of Sao Paulo aso plansto
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introduce new computerized control equipment
throughout its 2,600 mile system.

The Brazilian government has severd projects
underway to modernize its hedthcare system.
The National Hedth Card program will
automate medica care sarvice in public hospitas
and will provide dl Brazilian citizens with
electronic “smart cards’ to store their medical
records. The Department of Health has begun
another initigtive that will document information
from hedth inditutionsin the Primary Hedth
System and will eventudly integrate 300
hospitals and 20,027 ambulatory unitsin 44
Brazilian municipdities. Specificdly, the hedth
care system needs hardware and software
solutions to integrate hospitals and clinics, to
automate pharmacies linked to hospitds, to
monitor patients, to organize and store
information on medical procedures, and to
manage the finances and adminigtrations of
medicd inditutions. The advent of telemedicine
in Brazil may dso provide Sgnificant busness
opportunities for U.S. suppliers of computer and
networking equipment, software, and broadband
communications over the long term.

E-Commerce Applications

The focus of e-commerce in Brazil has been and
will continue to be on B2B over the next severd
years. Whilethe larger corporations are very
advanced in their use of e-commerce
gpplications, most Brazilian firms need to move
beyond their use of the Internet largely for e-mall
and information gathering to building Web stes
to present their products and services and to
undertaking transactions online. The more
profitable of them are likely to establish intranets
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and extranets, to engage in dectronic
procurement, and to integrate their logistics
with suppliers as their businesses grow. Their
involvement in these activities should
sgnificantly boost demand for Web design,
development and hosting services, ERP, and
SCM. When B2C findly takes off in other
sectors outside of retail and automotive,
Brazilian busnesses will invest more heavily in
CRM applications such as online order
management, sdes and marketing, and
customer service and support. U.S. vendors
should do well in the Brazilian market, given
their strength in these aress.
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